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STRATEGY, ORGANIZATION AND CONTROL: SOME POSSIBILITIES FOR 
ACCOUNTING RESEARCH* 


JEREMY F. DENT 
Manchester Business School 


Abstract 


Over the last decade, the developing field of strategic management has led to a new vocabulary for 
discourse among management theorists. This paper traces out some of the implications raised for future 
accounting research. Initially the paper provides a brief overview of themes in strategy research 
Subsequently the paper discusses three possibilities for research at the interface between accounting and 
strategy. The first concerns the relationship between organizations’ control systems and their strategies, the 
second concerns accounting systems and the process of strategic decision making, while the third concerns 
connections between control systems and the emergence of strategic change. , 


Corporate America appears to be experiencing a 
crisis of confidence. As the inquest into 
America’s failure to respond to the challenges of 
global competition proceeds at national and cor- 
porate levels, management practices, once 
celebrated for their efficacy, are under attack. In 
the manufacturing sector ‘especially, American 
managers are charged with under-investing in 
research and development and in plant and 
equipment, leading to a loss in technological 
competitiveness. Bureaucratic management 
practices are held to have constrained longer- 
run entrepreneurial initiatives. Apparently, 
American managers have a preoccupation with 
short term earnings. In short, they are charged 
with abdicating their strategic responsibilities in 
a competitive listlessness (Hayes & Abernathy, 
1980; see also Kanter, 1983). 

Accounting practices have been drawn into 
these criticisms. The extensive use of short-run 
financial calculations to appraise managerial per- 
formance is deemed to have diverted managerial 
attention away from fundamental value-creating 
activities, motivating instead opportunistic be- 
haviours will less permanent benefits, both in 
the market place and in corporate finance of- 


fices. At senior levels in organizations, measure- 
ments like Return on Investment are held to 
have discouraged innovations in process and 
product technologies, investments in market 
share, and the development of other more par- 
ticular sources of competitive advantage. At the 
plant level, short-term budgetary pressures are 
held to have discouraged investments in pro- 
duct quality, in manufacturing flexibility, and in 
productivity. More specifically, accounting 
“mistakes” are said to have lead managers to 
make inappropriate product introduction and 
sourcing decisions (Johnson & Kaplan, 1987). 
Extant accounting practices provide the 
means whereby the American managerial 
malaise is enacted, the means for “managing by 
the numbers”. Rather than dispense with ac- 
counting, however, we are exhorted to redesign 
accounting technologies to match the new com- 
petitive environment (Johnson & Kaplan, 
1987). More refined capital investment proce- 
dures can and should reveal the financial logic of 
investments in computer-integrated-manufac- 
turing and flexible manufacturing systems. 
Activity based costing provides the means for 
operationally-oriented cost management. More. 


*I should like to acknowledge the helpful suggestions I received on an earlier draft of this paper from Anthony Hopwood, 
Charles Snow, two anonymous reviewers and participants at the symposium. 
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extensive use of non-financial measures of per- 
formance will provide more complete indi- 
cators of managerial endeavours in implement- 
ing organizations’ strategic goals. Refashioned 
accounting techniques can refocus managerial 
attention on productive operations, providing 
the where-with-all to reverse America’s com- 
petitive decline Johnson & Kaplan, 1987). . 

These more strategic appreciations of the pos- 
sibility of accounting practice seem to have met 
with popular acclaim, both in America and 
elsewhere. Nevertheless, such appeals to 
“strategy” are not unique to accounting. Over 
the last decade, strategy has come to occupy an 
important position in the management and or- 
ganizational literature. Various research avenues 
have been pursued. Analytical frameworks for 
appraising the viability of alternative strategic 
postures have been advanced (e.g. Hofer & 
Schendel, 1978; Porter, 1980, 1985). Research- 
ers have discussed the implications of alterna- 
tive strategic postures for organizational design 
(e.g. Chandler, 1962; Miles & Snow, 1978). The 
processes through which strategic decisions 
emerge have been explored (e.g. Mintzberg et 
al., 1976; Hickson et al., 1986; Pettigrew, 1985). 
Concepts of competitive strategy and strategic 
management have led to a new vocabulary for 
discourse among management theorists. 

The purpose in the present discussion is not to 
dweil on Johnson & Kaplan’s (1987) reconfig- 
uration of accounting technologies. Rather it is 
to enlarge the scope of discussion on the con- 
nections between accounting practice and or- 
ganizational strategy. Aside from pure tech- 
nique, the influence of strategy research in the 
accounting literature appears to be marginal. 
Following Gordon & Miller (1976), a few re- 
searchers have sought to extend contingency 
arguments to embrace relationships between 
firms’ strategies and the design of their control 
systems. Notable studies in this area include 
.Govindarajan & Gupta (1985), Merchant 
` (1985) and Simons (1987). But many wider 
issues remain unexplored in the accounting lit- 


erature. The interest afforded to strategy and its 
implications in the management and organiza- 
tional literature suggests that this omission may 
be significant. Accordingly, this paper sketches 
out specific possibilities for research at the inter- 
face between accounting and strategy. 

Initially the paper provides a brief introduc- 
tion to strategy research. Definitions of strategy 


are outlined, and different perspectives in the lit- 


erature briefly traced out. These perspectives 
sugpest various possibilities for accounting re- 
search, which are discussed in the subsequent 
sections. Moving from structural perspectives 
on strategy through to more processural ap- 
preciations, three directions are outlined. The 
final section summarizes the paper and offers 
some concluding comments. 


STRATEGY: DEFINITIONS AND THEMES 


“Strategy” is an elusive concept. The term is 
employed in a variety of disciplinary literatures. 
Pennings (1985) notes that it is used by 
economists, social psychologists, an- 
thropologists, sociologists and political scien- 
tists. In view of its militaristic origins,’ organiza- 
tional strategy is presumably distinguishable 
from tactics: a “grand design”, something of sig- 
nificance in the overall pattern of an organiza- 
tion’s activities. But the term remains ambigu- 
ous. i 

The literature abounds with definitions rang- 
ing from the general to the specific. Chandler’s 
(1962) interpretation is typical of early uses in 
the management literature. For him, strategy is 
“... the determination of the basic long-term 
goals and objectives of an enterprise, and the 
adoption of courses of action and the allocation 
of resources necessary for carrying our these 
goals” (Chandler, 1962, p. 13). This definition is 
broad, encompassing both ends, in the sense of 
objectives and goals, and the means for their 
achievement, including courses of action and al- 
locations of resources. Subsequent theorists 


"The term strategy comes from the Greek strategos, meaning the general. 
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have sought to narrow the concept. Thus, for 
example, Hofer & Schendel (1978) argue the 
case for limiting the definition to means: strategy 
is “... the fundamental pattern of present and 
planned resource deployments and environ- 
mental interactions that indicates how the or- 
ganization will achieve its objectives” (Hofer & 
Schendel, 1978, p. 25). Porter’s (1980, 1985) 
notion of “competitive strategy” limits the defin- 
ition further: “Competitive strategy is the search 
for a favourable competitive position in an in- 
dustry ... (It) aims to establish a profitable and 
sustainable position against the forces that deter- 
mine industry competition” (Porter, 1985, p. 1). 
This is achieved through the creation of unique 
competitive advantages, and “... strategy is the 
route to competitive advantage” (Porter, 1985, 
p. 25). 

A host of other definitions could be recited. 
But despite their differences, there is a common 
theme. Strategy is thought to constitute a logic 
underlying an organization’s interactions with 
its environment; and this in turn guides its de- 
ployment of resources. Mintzberg (1978), how- 
ever, draws a crucial distinction between in- 
tended strategy and realized strategy. Tradition- 
ally, strategy is viewed as a statement of intent, 
or a plan, sometimes formalized in a statement of 
mission, objectives and intended actions. 
Strategy is proactive, consciously formulated 
prior to decisions and action. Organizations are 
encouraged to scan their environments, analyse 
their strengths and weaknesses and position 
themselves so as to minimise threats and 
maximise their ability to take advantage of op- 
portunities. Normative literature on strategy 
(e.g. Porter, 1980, 1985; Hofer & Schendel, 
1978) typically espouses this view. For 
Mintzberg, in contrast, strategy is a “pattern in a 
stream of decisions” (Mintzberg, 1978, p. 935; 
see also Mintzberg & Waters, 1982) and later 
“actions” (Mintzberg & McHugh, 1985). 


Realized strategies emerge through events and. 


environmental interactions as they unfold over 
time. They are inferred through history as or- 
ganizational activities cumulate to exhibit a con- 
sistency or trend. Thus, intended strategies may 
not‘be realized. They mhay be premised on in- 


complete or erroneous information, environ- 
mental circumstances may change, or they may 
simply not be enacted. Similarly, realized strate- 
gies may emerge unintentionally. Minor deci- 
sions and actions may have far reaching conse- 
quences culminating in unintended strategies. 


Classifying strategies 
Early literature characterized strategy formu- 
lation as an imaginative art (e.g. Andrews ef ai, 
1965). Appropriate strategies were unique, 
highly situational, and not susceptible to classifi- 
cation. More recently theorists have attempted 
to provide taxonomies of “generic strategies” 
which are generalizable across firms and indus- 
tries. Distinctions are drawn between corporate 
level strategies and business level strategies. At 
both levels, strategy is an holistic concept. In this 
it is distinct from policies relating to specific 
functional areas: production, marketing, human 
resource management, research and develop- 
ment and so on (Hofer & Schendel, 1978), al- 
though it may emerge through such policies. 
Following Chandler (1962), taxonomies of 
corporate level strategy revolve around patterns 
of diversification. Chandler’s (1962) historical 
study traced successful firms initially expanding 
geographically, subsequently integrating verti- 
cally, and finally diversifying their product 
range. Wrigley (1970) and Rumelt (1974), 
among others, extended Chandler’s analysis to 
specify four patterns of increasing product di- 


versification: single product, dominant product, 


related products, and unrelated products. 

At the business level, taxonomies revolve 
around alternative bases for competition in the 
industry. Porter (1980, 1985), for example, dis- 
tinguishes three viable generic strategies based 
on competitive advantage: differentiation of 
products from competitors’ offerings through 
superior product quality, customer service or 
image; overall cost leadership in the industry; 
and focus on a.particular buyer group, geog- 
raphic market or product—market segment. Ac- 
cording to Porter (1980, 1985), differentiation 
and cost leadership strategies are mutually in- 
compatible: viable firms may pursue one or the 
other; but not Both. (A focus strategy, in con- 
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trast, may be a source of differentiation or cost 
leadership in the fitm’s particular market. ) Alter- 
native taxonomies have been put forward by 
Miles & Snow (1978) and Miller & Friesen 
(1977, 1978, 1984). Thus, Miles & Snow (1978) 
distinguish viable firms according to their rate of 
product—market innovation: prospectors 
pioneer change in their product—markets these 
firms are flexible and proactive in their environ- 
mental interactions; defenders undertake rela- 
tively less product~market innovation they em- 
phasize efficiency and stability; analysers are an 
intermediate type exhibiting less product—mar- 
ket innovation than prospectors but more flexi- 
bility than defenders they emphasize stability in 
their core activities, but are fast to copy others’ 
innovations in their non-core activities.” Miles & 
Snow (1978) also include a non-viable strategy 
in their taxonomy: reactors frequently perceive 
change in their environments but seldom re- 
spond to it until forced to do so by acute en- 
vironmental pressures. l 

A number of studies have sought to ascertain 
the empirical validity of these generic strategies 
in different industrial contexts. Snow & Hre- 
biniak’s (1980) study of randomly selected firms 
in four industries found managers reporting the 
existence of each of Miles & Snow’s (1978) 
strategic types in each industry. Testing for Por- 
ters (1980, 1985) taxonomy, Hambrick 
(1983a) uncovered strategies of cost leadership, 
differentiation and focus among high performing 
firms in his analysis of the capital goods industry. 
Similarly, Dess & Davis (1984) found evidence. 
for the existence of these strategies among suc- 
cessful firms on the paint industry. In both cases, 
separate sets of firms exhibited differentiation or 
cost leadership strategies, but no set exhibited 
both. However, Miller & Friesen’s (1986 ) analy- 
sis of consumer durables manufacturers found 
that differentiators also exhibited cost leader- 
ship characteristics, and cost leaders exhibited 
significant elements of differentiation. Miller & 
Friesen (1986) attribute this result to the rela- 
tive ease with which firms operating in con- 


sumer markets differentiate their product offer- 
ings through advertising, without any underly- 
ing quality enhancements, in contrast to firms 
operating in industrial markets. 

Taxonomies of strategies are valuable, not 
least in facilitating investigation of the implica- 
tions of differing strategies across firms and in- 
dustries. Specific strategies may require organi- 
zations to develop distinctive competences if 
they are to lead to competitive advantage, and 
hence superior performance. Andrews (1971) 
and Snow & Hrebeniak (1980) have argued that 
distinctive competences are to be found within 
functional areas. At the business level, Porter 
(1980, p. 40) identifies skills and strengths 
necessary to achieve each of his generic strate- 
gies. Thus, he argues, cost leadership calls, inter 
alia, for process engineering skills and low cost 
distribution systems. Differentiation calls, inter 
alia, for strong capabilities in basic research and 
marketing. Similar arguments are put forth by 
Miles & Snow (1978) in support of their 
strategic types; these have been empirically 
tested by Snow & Hrebiniak (1980). At the cor- 
porate level, appropriate distinctive compe- 
tences may be related to degrees of product di- 
versification. Thus Hitt & Ireland (1986) have 


tested for relationships between corporate level 


distinctive competences, diversification strate- 
gies and firm performance. 


Themes in strategy research 

Researchers from different disciplinary back- 
grounds have different interests in strategy. 
Chandler’s (1962) study led to a stream of re- 
search into linkages between strategy and struc- 
ture. Business policy theorists (e.g. Hofer & 
Schendel, 1978) share an interest with industrial 
economists (e.g. Porter, 1980, 1985) in tech- 
niques for analysing the viability of different 
Strategies in specific competitive environments. 
Social psychologists (e.g. Weick, 1979), and 
some organization theorists (e.g. Mintzberg, 
1978; Pettigrew, 1985) express primary interest 
in the complex processes through which strate- 


"In Porter's (1980, 1985) terminology, Miles & Snow’s (1978) prospectors differentiate through product-market innovation, 
whereas defenders often pursue focus and/or cost leadership strategies. 
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gies emerge in organizations. These themes are 
briefly discussed below. 


Strategy and structure. Chandler’s (1962 ) his- 
torical analysis of 70 large American firms prop- 
osed that their structures followed their growth 
strategies. Specifically, he argued that as these 
firms accumulated resources so they moved into 
new product areas. This gave rise to new ad- 
ministrative problems, which were eventually 
solved through the implementation of new 
structures. Growth through vertical integration 
led to functional structures, and firms’ sub- 
sequent diversification to the multi-divisional 
form. Wrigley (1970), and later Rumeit (1974), 
refined and extended Chandler’s (1962) study, 
analysing strategy—structure linkages on a sam- 
ple of U.S. firms from the Fortune 500 list. Similar 
analyses have been performed on U.K. firms 
(Channon, 1973), on French and German firms 
(Dyas & Thanheiser, 1976) and on Japanese 
firms (Suzuki, 1980). Results indicate differ- 
ences across countries, with less use of the 
multidivisional form outside the U.S. But in gen- 
eral they support the proposition that increased 
diversification is associated with increased inci- 
dence of the multidivisional form, particularly 
under competitive conditions. 

In related research, Stopford (Fouraker & 
Stopford, 1968; Stopford & Wells, 1972) and 
Franko (1974, 1976) studied the implications of 
international diversification. Stopford found 
firms in his sample of U.S. based firms ultimately 
divisionalizing in two distinct patterns. Franko’s 


analysis of European firms’ experiences showed. 


little incidence of Stopford’s patterns, but he 
notes increased adoption of the multidivisional 
form over the period of the study. 

 Strategy~structure linkages at the business 
strategy level have been much less intensively 
investigated. However, Miles & Snow’s (1978) 
analysis, based on a study of a large sample of 
firms spread across four industries, is indicative 
of this kind of research. Miles & Snow (1978), in 
common with Hall & Saias (1980), Burgelman 
(1983) and others, are sceptical of Chandler’s 
(1962) structure-follows-strategy thesis, but 
they argue that there is a particular configura- 


tion of task technology, structure and process 
that is consistent with each of their strategic 
types. The defender’s prime capability is effi- 
ciency in task performance. Its organizational 
form tends towards a functional structure with 
extensive division of labour and high formaliza- 
tion. In contrast, a prospector’s capability is in 
creating and exploiting new product and market 
opportunities. Its organizational form tends to- 
wards a product—market structure, with low di- 
vision of labour and low formalization. The 
analyser delicately balances pressures for effi- 
ciency and innovation. It exhibits a functional 
structure surrounded by fluid product—market 


groups. 


Business Policy and Economics. Standing in 
contrast to this strategy-structure research, 
theorists in business policy and economics have 
been more concerned with the content of 
strategy. For business policy theorists (e.g. Hofer 
& Schendel, 1978), corporate level strategic 
choices centre on the mix of businesses in the 
corporate portfolio and the allocation of re- 
sources within that portfolio. Decision makers 
attempt to balance potential synergies flowing 
from a portfolio of related businesses against 
concerns to diversify against risks. At the busi- 
ness level, analysis centres on the identification 
of optimal competitive strategies in each busi- 
ness. In this, economists, in particular, draw on 
the core analytical device in industrial econ- 
omics, the “market structure—firm conduct— 


‘economic performance” framework (Scherer, 


1970). Within this framework, the economic 
performance of the firm depends on its conduct 
(e.g. pricing, investment, research and so on), 
which in turn depends on the structure of the 
relevant market (e.g. the number of buyers and 
sellers, product differentiation, barriers to entry, 
cost structures etc. ). Historically, the focus of in- 
dustrial economics has been on market struc- 
tures, with strong public policy implications for 
increasing welfare by enhancing competition 
(Teece, 1985). In its application to business 
strategy, the issue becomes one of increasing 
firms’ economic performance by restricting 
competition, pfincipally through the creation of 
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various forms of entry barriers (Porter, 1980, 
1985 ). Closely allied to this logic are the notions 
of mobility barriers and strategic groups (Caves 
& Porter, 1977). In specific contexts, the crea- 
tion of entry barriers at the industry level may be 
subject to “free rider” problems. Local, formally 
or informally collusive actions by spatially proxi- 
mate groups of firms may be a more efficient way 
of deterring entry. Mobility barriers separate the 
groups from each other. 

Implicit in this content perspective on 
strategy is a volitional presumption. Organiza- 
tions are assumed to have freedom in their 
strategic choices. This parallels Child’s (1972) 
position in the organizational literature, yet it is 
open to contention (Astley & Van de Ven, 1983). 
Pfeffer & Salancik (1978) note that organiza- 
tions’ choices are constrained by their depen- 
dence on the resources in their environments. 
Adopting a more deterministic stance, popula- 
tion ecologists (Hannan & Freeman, 1977; Al- 
drich, 1979; Nelson & Winter, 1982) see organi- 
zations being selected to distinct environmental 
“niches” in which their capabilities are valued. 
These capabilities are defined by irreversible in- 
vestments and deeply ingrained action routines 
built up in the past. Sunk costs, resistance to 
change and entrenched repertoires preclude 
movements to new niches. In this view, at most, 
Organizations can ony engage in fine tuning 
within the confines of their present niches. 
There may be no “shelf of technologies” (Teece, 
1985) external to the firm from which organiza- 
tions may freely choose as circumstances unfold. 
Rather, organizations’ strategies may be deter- 
mined by where they have been in the past and 
by what they have done. 


Strategic Decision Making Processes. For the 
most part, the above two streams of research in 
strategy have developed almost independently 
of behavioural and organizational theories of de- 
cision making and action. In particular, the nor- 
mative literature (e.g. Porter, 1980, 1985; Hofer 
& Schendel, 19°78) is premised on the mechanis- 
tic metaphor of organization (Morgan, 1986). 
Strategy making is depicted as a linear, sequen- 
tial, orderly activity initiated by a powerful 


executive or group. It relies on rational tech- 
niques for analysing environments and organiza- 
tional resources, generating action alternatives 
and appraising these against unitary, consistent 
preferences. The support of relevant sub-groups 
is non-problematic. Many researchers challenge 
the empirical validity and relevance of this per- 
spective. Instead they ground their analysis in 
more complex political and structural interpre- 
tations of the organizational arena. Thus, Bray- 
brooke & Lindblom (1963) and Quinn (1980) 
see strategy evolving through disjointed, incre- 
mental decisions and muddling through. 
Mintzberg et al (1976) observe that decisions 
are interrupted and recycled again and again. 
Bower (1970) and Pettigrew (1973), among 
others, describe the process of resources alloca- 
tion as a conflictual, multi-level activity around 
which parochial factions compete. Cohen et al 
(1972) see decisions emerging through a con- 
fluence of people, problems, solutions and 
choice opportunities. Pettigrew (1985) draws 
attention to the importance of personalities, 
power, context, and the untidiness of chance. In 
short, organizationally grounded researchers 
characterize strategic decision making as a 
messy, disorderly, disjointed activity around 
which multiple units and sub-groups with often 
conflicting interests contend. Analysis centres 
on the processes through which such decisions 
can be observed to emerge. 

A natural extension for strategic decision mak- 
ing research is the topical area of strategic 
change and reorientation (Kanter, 1983; 
Johnson, 1987; Pettigrew, 1985). Although 
change and decision making are sometimes used 
interchangeably in the strategy literature, 
strategic change is a much deeper concept. It in- 
volves the adoption of new competitive post- 
ures or alignments with the environment. It may 
call for the generation of new competitive 
strengths and distinctive competences. Often it 
involves refashioning organizations’ structures 
and systems to support the new alignment. 

Change is often difficult to accomplish. Struc- 
tural and political factors create inertia (Petti- 
grew, 1985; Miller & Friesen, 1980, 1984; 
Mintzberg, 1978). Moreover, organizational par- 
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ticipants can become trapped in Morgan’s 
(1986) “psychic prisons”, reminiscent of “group 
think” (Janis, 1972 ). Individuals in organizations 
develop shared meanings, interpretations and 
explanations for events (Berger & Luckman, 
1966; Blumer, 1969; Weick, 1979). Strategic 
choice is bounded by perceptions which, in 
turn, are constrained bv consensually validated 
interpretatons of causality and rationales for or- 
ganizational action (Beyer, 1981; Starbuck, 
1983; Starbuck & Hedberg, 1977). Possibilities 
for change may not be observed. Structures and 
systems can lock organizations into particular 
action routines. This opens the fields of strategy 
research to organizational learning (Argyris & 
Schon, 1981) and unlearning (Hedberg, 1981). 
Thus, March (1976), Weick (1979), Starbuck 
(1982) and Brunsson (1985 ) emphasize the im- 
portance of organizational discovery through 
experimentation and retrospective sense-mak- 
ing. New possibilities reveal themselves, as 
knowledge and experience are acquired 
(Jonsson & Lundin, 1977). To the extent that 
change is possible, new strategies are forged or 
“crafted” (Mintzberg, 1987) as events and in- 
teractions unfold. New rationales for organized 
action emerge through action and interaction. In 
this perspective change is emergent. Analysis 
centres on preconditions and possibilities for 
change, and the process through which change 
is enacted. 

Thus while researchers broadly agree that an 
organization’s strategy refers to its alignment 
with its environment, there are significant differ- 
ences in interpretation and approach. Some see 
strategy as intended ex ante, others prefer to 
infer strategy through a steam of decisions and 
actions ex post Strategy—structure linkages are 
brought to the fore in some analyses, content 
issues in others. Some focus on the process and 
emergence of strategic decisions. Others ad- 
dress the process and dynamics of strategic 
change. 

These differences are suggestive of a number 
of themes for research at the interface between 
accounting and strategv. Three are addressed in 
this paper. The next section addresses the 
strategy—structure linkage. In particular it ad- 


dresses possibilities for research on inter- 
relationships between generic strategies and 
control systems, design. Drawing on contingent 


formulations of control systems design, this sec- 


tion furthers the case for including firms’ strate- 
gies in the contingency framework. The follow- 
ing section turns to the strategic decision mak- 


‘ing process. Here the paper explores linkages 


between accounting systems design and 
strategic decision making. It notes how strategic 
decisions unfold in a political context and how 
factions can mobilize around firms’ planning and 
budgeting systems. The subsequent section dis- 
cusses strategic change. After an initial discus- 
sion, it explores ways in which control systems 
may be implicated in the emergence and elab- 
oration of new strategies and in the creation of 
dynamics for organizational reform. The final 
section summarizes the paper and offers some 
cautionary observations. 


GENERIC STRATEGIES AND CONTROL 
SYSTEMS DESIGN 


Contingency frameworks have become the 
dominant logic for research on control systems 
design. These draw directly on contingency 
theories of organizational structure, which 
emerged as a radical challenge to universalistic 
orthodoxy in the 1950s and 1960s. In its 
simplest form, structural contingency theory 
suggests that organizations’ structures are con- 
tingent upon contextual factors (Pugh et al 
1969). A more provocative form suggests that 
organizations which achieve a fit or congruence 
between their structures and contexts are in 
some sense more effective (Lawrence & Lorsch, 
1969). Contextual variables have been variously 
defined to include technology (Woodward, 
1965; Perrow, 1967; Pugh et al, 1969), dimen- 
sions of environment (Burns & Stalker, 1961; 
Lawrence & Lorsch, 1969; Khandwalla, 1973) 
and organizational size (Pugh et al. 1969; Blau, 
1970; Meyer, 1972; Kimberley, 1976). These 
contextual factors are hypothesized to influence 
dimensions of structure including the degree of 
formalization, specialization, differentiation, in- 
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tegration, centralization, and the general config- 


uration of the organization (e.g Mitzberg, 


1979). Insofar as the congruence hypothesis has - 


been tested, effectiveness has been assessed 
through financial, quantitative and qualitative 
measures (Burns & Stalker, 1961; Woodward, 
1965; Lawrence & Lorsch, 1969). 

In applying contingency theories to control 
systems désign, some researchers have sought to 
uncover direct relationships between these con- 
textual factors and organizations’ accounting 
and information systems (e.g. Daft & MacIntosh, 
1978; Khandwalla, 1972). Others have articu- 
lated more subtle relationships between contex- 
tual factors, structural characteristics, and con- 
trol system design (e.g. Gordon & Miller, 1976; 
Dermer, 1977; Waterhouse & Tiessen, 1978; 
Ginzberg, 1980). Relevant design dimensions 
have included the amount and ambiguity of data 
(Daft & MacIntosh, 1978; Macintosh, 1981), the 
balance between financial and non-financial, in- 
ternally and externally focused, and historical vs 
forecast information (Gordon & Miller, 1976; 
Gordon & Narayanan, 1984; Ewusi-Mensah, 
1981), the frequency of reporting (Waterhouse 
:& Tiessen, 1978), styles of budget use, including 
the formality of the budget process and the rela- 
tive impact of managers at different organiza- 
tional levels (Bruns & Waterhouse, 1975; Govin- 
darajan, 1984; Merchant, 1984) and more gen- 
eral dimensions reflecting procedural vs deci- 
sional orientations and hierarchical vs lateral 
flows of information (Dermer, 1977; Ginzberg, 
1980). 

Although the. emphasis of contingency re- 
search in control systems has shifted from a 
priori to empirical, the results have been less 
than definitive. Some studies have found signifi- 
. cant relationships between systems design and 
‘dimensions of environment (e.g. Govidarajan, 

1984; Gordon & Narayanon, 1984), technology 
(e.g. Merchant, 1984) and size (Merchant, 1981, 
1984), but the relationships are weak and the 
conclusions fragmentary. 

A number of explanations for these unreward- 
ing results can be advanced. One is simply the 
absence of sufficient data and/or specificity. The 
continuing controversy in organizational litera- 


ture surrounding the extent of empirical sup- 
port for structural contingency theory, despite 
numerous field studies and replications, mili- 


‘tates against such an argument, however. 


An alternative explanation is that the model is 
underspecified. Argyris (1972), for example, ar- 
gues that leadership style is a critical variable in 
explaining organizations’ structures, and pre- 
sumably a similar argument could be sustained 


for control systems design. Child (1972) goes 


further in challenging the deterministic implica- 
tions of contingency theories. Managerial discre- 
tion has been neglected in the framework, he ar- 
gues. If organizations are only loosely coupled to 
their environments (Weick, 1979), there may be 
a range of viable responses to specific contin- 
gencies. The relationship between the organiza- 
tion and its context is mediated by strategic 
choice. 

Child (1972) takes an extreme voluntaristic 
position in the choice vs determinism debate 
over organizations’ behaviours (Astley & Van de 
Ven, 1983), which many would not choose to 
emulate. However, the debate itself may be 
sterile without reference to specific contexts; 
and even in exogenously constrained situations, 
there may be degrees of freedom within which 
organizations operate (Hrebiniak & Joyce, 
1985). Notwithstanding environmental and 
technological contingencies, organizations can 
be seen to exhibit differing competitive charac- 
teristics in many contexts (Miles & Snow, 1978; 
Snow & Hrebiniak, 1980; Hambrick, 1983b; 
Dess & Davis, 1984; Miller & Friesen, 1986). 
These may be supported by different structural 
arrangements and control systems designs 
(Miles & Snow, 1978). Accordingly there is a 
case for exploring relationships between organi- 
zations’ strategies and their control systems, re- 
cognizing strategic posture as an important vari- 
able in the contingency framework (Dent, 1986; 
Govindarajan & Gupta, 1985; Govindarajan, 
1988; Simons, 1987). 

As indicated in the previous section, various 
taxonomies of strategy have been advanced (e.g. 
Miller & Friesen, 1977; 1978; 1984; Miles & 
Snow, 1978; Porter 1980, 1985). Miles & Snow’s 
(1978) taxonomy provides the richest portrayal 
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of organizational arrangements associated with 
particular strategies, and so, to further the argu- 
ment, it is adopted here. Recall that Miles & 
Snow (1978) identify four generic strategies: de- 
fender, prospector, analyser and reactor. Al- 
though initially presented as “absolutes”, Ham- 
brick (1983b) makes the useful point that these 
are relative constructs: a firm’s strategy can only 
be categorized relative to the tendencies of 
other firms in the industry. 

On the basis of their research, Miles & Snow 
(1978) argue that prospector, defender and 
analyser postures are viable strategies, identify- 
ing reactors as the only non-viable form. Sup- 
porting this position, Snow & Hrebiniak’s 
(1980) study of randomly selected- firms in four 
industries had managers classify their firm’s 
Strategies, For the sample as a whole, firms classi- 
fied as defenders, prospectors and analysers out- 
performed reactors in financial terms, although 
in one government regulated industry reactors 
performed better than defendérs or prospectors. 
However, Hambrick’s (1983b) tests, based on 
data from the PIMS database, found that the firms 
(he) classified as defenders consistently outper- 
formed prospectors in financial terms irrespec- 
tive of environmental context, although pros- 
pectors showed greater gains in market share in 
dynamic industries. Hambrick’s (1983b ) results 
imply that the risks borne by prospectors and 
the costs of continual change outweigh any first- 
mover advantage. 

Miles & Snow’s (1978) descriptions of “pure 
strategic types” raise an enormous range of 
propositions. The defender is an organization 
with a narrow product—market domain. It tends 
not to search outside this domain for new oppor-, 
tunities, retaiding a continuity in its activities. It 
competes aggressively on price or quality and 
customer service, and concentrates on improv- 
ing the efficiency of existing operations. Its 
prime capacity is efficiency in task performance. 
Its organizational form tends towards a func-’ 
tional structure with extensive division of 
labour and high formalization. Information flows 
tend to be hierarchical. Planning is intensive, 
oriented toward problem solving, and finalized 
before action. There is high central involvement 


in decision making, and conflict is resolved 
through hierarchy. Finance and production are 
the most influential functions. Performance 
measures emphasize task efficiency. 

In contrast, the prospector continually 
searches for new market opportunities and 
exploits them, creating change and uncertainty 
for its competitors. Its organizational arrange- 
ments support flexibility and product—market 
innovation; hence it may be less than completely 


efficient. Its prime capability is in creating and 


exploiting new product-market opportunities. 
Its organizational form tends towards a product 
market structure, with low division of labour 
and low formalization. Information flows tend to 
be lateral. Planning is “broad rather than inten- 
sive, oriented toward problem finding, and con- 
tingent upon feedback from experimental 
action” (Miles & Snow, 1978, p. 61). Decision 
making is primarily decentralized; conflict is re- 
solved through mutual adjustment. Marketing 
and research and development are the most inf- 
luential functions. Performance measures em- 
phasise effectiveness in exploiting oppor- 
tunities. . 
The analyser combines attributes of prospec- 
tors and defenders. It operates in both stable and 
changing domains. The analyser watches its 
competitors carefully and rapidly adopts prom- 
ising new ideas. It combines efficiency in its op- 
erations with a second-mover response capabil- 
ity. Its activities are characterized by balance. Its 
organizational form exhibits elements of a mat- 
rix design: a functional structure surrounded by 
product—market groups. Information flows are 
both hierarchical and lateral. Planning is both in- 
tensive and comprehensive. Decision making is 
relatively centralized in the functional groups, 
but decentralized in product groups. Conflict is 
resolved through project co-ordinators. There is 
a balance of power between marketing, product 
engineering (applied research ) and production. 
Controls emphasize efficiency and effectiveness. 
Subsequent studies have sought to ascertain 
the empirical validity of these attributes. Thus 
Hambrick (1983b) reports higher research and 
development and marketing expenditures (both 
as a percentage of sales) for prospectors than de- 
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fenders, and higher gross assets per employee, 
higher value added per employee, and lower 
direct costs for defenders than prospectors. 

Snow & Hrebiniak (1980) had managers in 
their sample rate their organization’s strengths 
across ten functional areas. Managers who iden- 
tified their organizations as defenders consis- 
tently perceived strengths in general manage- 
ment, financial management, production and en- 
gineering, as hypothesized. Strengths among 
prospectors were not entirely as predicted. Gen- 
eral management, engineering and product re- 
search and development were partially sup- 
ported; market research was not supported; un- 
expectedly, financially management emerged as 
a consistently rated strength. 

Hambrick (1981) had manggers in twenty 
firms rate the influence of specified colleagues 
(also respondents) in various decisions. The 
strategies of Hambrick’s (1981) sample of firms 
were independently assessed. Coping with the 
“throughput task” (finance, process improve- 
ment and operations functions) was more posi- 
tively related to influence in defenders than 
prospectors; coping with the “output task” 
(marketing, product development) was more 
positively (or less negatively) related to influ- 
ence in prospectors than defenders. 

Simons (1987) extends Miles & Snow’s 
(1978) analysis to financial control system attri- 
butes. Simons’ sample of 76 firms was split into 
defenders and prospectors, and he reports cor- 
relations between control system attributes and 
financial performance. Significant differences 
were found between prospectors’ and defen- 
ders’ control systems. For all prospectors, set- 
ting tight budget goals and including forecast 
data in control reports was positively related to 
performance. This was not the case in large 
(600+ employees) defenders. Increased fre- 
quently of reporting was more positively related 
to performance for large prospectors than for 
defenders. For all prospectors, the establishment 
of goals related to outputs, and close monitoring 


of results were positively related to financial per- . 


formance; for large defenders the relationship 
was reversed. And for large prospectors the use 
of cost analysis techniques and cost controls was 


negatively correlated with performance; the re- 
lationship was weaker for large defenders, but it 
was still negative. Simons (1987) concludes that 
effective prospectors use their financial control 
systems more intensively than defenders, with 
tighter budget goals and more frequent report- 
ing, and place more emphasis on forecasts and 
outputs than cost controls. | 

These results appear quite surprising. Miles & 
Snow (1978) argue that prospectors’ control 
systems are oriented towards effectiveness in 
maintaining product—market innovation. One 
might expect prospectors to rely less on 
financial controls than on qualitative and non- 
financial controls, for example rates of new pro- 
duct introduction and product—market-develop- 
ment. Prospectors typically generate a higher 
proportion of their revenues from recently in- 
troduced products. Financial controls may be 
partially incompatible with emphases approp- 
riate to early stages of a product's life cycle (Ut- 
terback & Abernathy, 1975; Hayes & Abernathy, 
1980; Kaplan, 1983 ). Tight budget goals may dis- 
courage product—market experimentation, and 
may be poorly adapted to the more uncertain 
nature of the prospector’s task (Ouchi, 1979; 
Hirst, 1983; Govindarajan, 1984). Such proposi- 
tions are inconsistent with Simons (1987) evt- 
dence that prospectors tend to use their 
financial control systems intensively. As for de- 
fenders, Miles & Snow (1978) argue that these 
firms’ control systems are oriented towards effi- 
ciency in task performance, favouring detailed 
cost controls. Yet Simons (1987) reports cost 
control being weakly negatively correlated with 
performance among large defenders. 

A variety of explanations can be put forward. 
Prospectors organizational arrangements may 
be conducive to innovative excess (Miller & 
Friesen, 1982). The autonomy granted to lower 
level managers over product development and 
market introduction decisions may lead to over- 
zealous experimentation. Prospectors may use 
their control system to restrict risk taking within 
acceptable limits. Also, the greater task and en- 
vironmental uncertainty faced by these firms 
may call for more frequent performance 
monitoring to facilitate organizational learning. 
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Further, the wide scope of prospectors’ ac- 
tivities may encourage the use of financial con- 
trols as a common denominator (e.g. Chandler, 
1962). 

As for defenders, these organizations’ ac- 
tivities exhibit greater stability, and cost control 
imposed through rigorous budgetary systems 
may be inefficient. Efficiency in production and 
distribution may be better promoted through 
direct investments in physical systems, and the 
monitoring of quality,  first-time-through 
capabilities and inventory levels (Kaplan, 1983). 
The narrow focus of defenders and the detailed 
expertise of top managers may facilitate the use 
of such physical measures. ‘Moreover, these 
firms are typically more capital intensive (Ham- 
brick, 1983b) with lower direct costs than pros- 
pectors. Extant financial control practices may 
be less conductive to control of capacity-related 
costs (Kaplan, 1983). 

Simons’ (1987) results go some way toward 
opening-up the interface between generic strate- 
gies and control systems design. However, his 
study is primarily concerned with financial con- 
trol practices. Broader strategic and operational 
planning activities and non-financial perform- 
ance measurement are not dealt with in any 
depth. Little, beyond hypothesis, is known of 
how these systems are actually used and what 
significance they are afforded in each type. Simi- 
lar systems may be used in very different ways 
and may be more or less tightly coupled to 
action. According to Miles & Snow (1978), plan- 
ning in defenders is relatively detailed, function- 
ally oriented, introverted and definitive. Initia- 
tives emanate from the apex of the hierarchy. 
Planning is used to secure continual efficiency 
improvements. Performance monitoring sys- 
tems may be used to secure conformance to 
planned activities. In prospectors, planning 
seems to be more extroverted and tentative, and 
less concerned with detailed action, with the 
prime focus on products and markets, not func- 
tions. Initiatives emanate from product—market 
groups. Planning is used to promote the identifi- 
cation and exploitation of product—market op- 


portunities; but detailed coordination takes. 
place through informal contacts as activities un-. 


fold. Performance monitoring may be used to 
identify necessary revisions to planned ac- 
tivities. As yet, such differences have not been 
adequately researched, at least from a control 
system perspective. l 

-Another theme concerns the influence of dif- 
ferent functional groups in planning and.control 
activities. Miles & Snow (1978) and Hambrick 
(1981) have indicated that differences in influ- 
ence exist across prospectors and defenders, 
with the finance function having relatively less 
influence in prospectors that in defenders. Yet 
Snow & Hrebiniak (1980) found financial man- 
agement to be a distinctive competence in both 
types of firms, and Simons (1987) found 
financial control systems intensively used in 
prospectors. What is the influence of the finance 
function in each type; how is it balanced against 
that of functions which sponsor innovation (e.g. 
marketing, research and development) in pros- 
pector firms? Equally significantly, what is the 
role of staff as against line managers in each type: 
who “owns” the control system, and who has re- 
sponsibility for initiating corrective action? 

These issues are probably not susceptible to 
investigation at arm’s length through question- 
naires. They call for much deeper and more inti- 
mate association with the organizational world, 
possibly through immersion in field situations in 
the style of Roy (1955 ) and Dalton (1959). Such 
detailed studies focusing on the operation and 
use of control systems in organizations pursuing 
different generic strategies would be a useful ad- - 
dition to our stock of knowledge. 


ACCOUNTING AND THE EMERGENCE OF 
STRATEGIC DECISIONS 


In this section our interest turns from the 
strategy—structure linkage to the process and 
emergence of strategic decisions. Business 
policy literature abounds with techniques for 
analysing strategic decisions (e.g Hofer & 
Schendel, 1978; Porter, 1980, 1985). These de- 
cisions are supposed to emerge through or- 
dered, séquential procedures in a linear manner 
(e.g. Lorange & Vancil, 1977). Knowledge, or- 
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ganizational preferences and the activity of 
choosing among alternatives arè taken to be rela- 
tively unproblematic. This characterization is 
largely divorced from behavioural and organiza- 
tional theories of choice. The mechanistic imag- 
ery is only partially consistent with boundedly- 
rational models involving limited search, satis- 
ficing and sequential attention to goals (March & 
Simon, 1958); and it contrasts rather starkly with 
characterizations of organizations as pluralistic 
entities, divided into sub-units, each with sepa- 
rate and possibly conflicting interests in deci- 
sion outcomes (e.g. Crozier, 1964; Hickson et al. 
1971; March & Olsen, 1976, Pettigrew, 1973). 
Certainly, it fails to capture the emergent pro- 
cess through which organizations’ strategies 
take shape (Jonsson & Lundin, 1977; Mintzberg, 
1978, 1987; Pettigrew, 1985; Weick, 1979). 
Behavioural and organizational research on 
strategic decisions is informed by a variety of 
theoretical perspectives. March & Simon’s 
(1958) bounded-rationality has left an import- 
ant legacy in notions of incremental decision 
making: often the complexity of strategic issues 
is such that decisions cannot be made once and 
for all, rather they are tackled incrementally (e.g. 
Braybrooke & Lindblom, 1963; Quinn, 1980). 
Another important influence is research on 
power in organizations (Hickson et al 1971; 
Pettigrew, 1973; Pfeffer & Salancik, 1974; Pfeffer 
& Moore, 1980; Bacharach & Lawler, 1980). In 
this perspective, decisions are the results of bar- 
gaining and compromise among powerful ac- 
tors. Both these perspectives attribute some de- 
grees of rationality to organizations’ decision 
making activities. Decisions are assumed to be 
generated in response to problems. Outcomes, 
are assumed to be logically connected to pre-or- 
dained goals, at either the individual or organiza- 
tional level. A contrasting influence comes from 
less rational perspectives on organizations. In 
March & Olsen’s (1976) “garbage can”, for 
example, solutions are only loosely coupled to 
problems; in fact, solutions may precede and 
give rise to problems. Similarly, Starbuck & Hed- 
berg (1977) and Starbuck (1983) argue that 
actions are seldom generated by genuine prob- 
lem solving activities but by established 


routines, traditions and ideologies. 

Various empirical studies have sought to un- 
cover patterns in organizations’ decision making 
activities. Bower (1970) traced the progress of 
four strategic investment proposals as they 
moved upwards through an organization’s 
hierarchy, observing stimuli for the proposals, 
and phases of definition and impetus as they pro- 
ceeded towards approval. He documents politi- 
cal actions to secure chains of support and com- 
mitment from successive levels of management, 
and notes that outcomes were substantially af- 
fected by structural phenomena, including 
bonus plans and the degree of delegation of deci- 
sion-making authority. Subsequently, Mintzberg 
et al. (1976) studied 25 decisions. They ob- 
served three central phases in organizations’ de- 
cisions: problem identification, solution de- 
velopment, and selection, each one supported 
by a number of routines. Their study identified 
seven distinct paths through these routines, dis- 
tinguished by different patterns of interrupts, de- | 
lays, blocks, recursion and recycling. Hickson et 
al. (1986) develop a more parsimonious 
taxonomy of “sporadic”, “fluid” and “con- 
stricted” patterns in their study of 150 decisions. 
These three patterns are distinguished by many 
factors, including the speed with which issues 
surrounding the decision crystalize, the ease or 
difficulty with which decisions are moved to- 
wards conclusion, the scope of negotiations sur- 
rounding the decision, and the position in the or- 
ganizational hierarchy at which decisions are fi- 
nally approved. In terms of duration, the 25 deci- 
sions reviewed by Mintzberg et al (1976) 
ranged from less than one year to over four 


, years, that is (presumably ) between initiation of 


the decision process and some decision being 
made. The mean time for 150 decisions reported 
by Hickson et al (1986) was just over one year. 
These studies usefully extend our apprecia- 
tion of strategic decision-making in organiza- 
tions beyond the normative literature. It is por- 
trayed as a complex, dynamic, multi-level 
activity, shaped by the interests of diverse indi- 
viduals and groups and the structural context 
through which decisions move. Nevertheless, 
the analysis is still cast in rational or quasi-ra- 
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tional terms; less rational possibilities are not en- 
tertained. These studies are also marred by their 
focus on decisions as discrete activities, with 
start points and end points. Decisions are not 
placed in a temporal context. There is little 
acknowledgement of the dynamic flow through 
which one decision leads to another. Sometimes 
less observable “behind the scenes” preparation 
and political behaviour is afforded inadequate at- 
tention. 

Some of these problems have been addressed 
in resource allocation studies. Resource alloca- 
tion decisions are a key component of organiza- 
tions’ strategies (Chandler, 1962). Strategic de- 
cisions are almost invariably associated with 
commitments of resources (e.g. Hickson et al 
1986); often they are actually about the alloca- 
tion of resources (e.g. Mintzberg et al 1976). 

Significantly, the richest descriptions of re- 
source allocation processes have emerged from 
studies undertaken in the public sector. Wil- 
davsky (1964, 1975), for example, explodes the 
myth of governments objectively analysing and 
evaluating policy options, ranking priorities and 
allocating resources to achieve stated ends. In- 
stead he emphasizes the complexity of the polit- 
ical arena in which resource allocations are 
negotiated. He talks of the calculations depart- 
ments and agencies engage in before making 
budget requests to the U.S. Federal Government. 
He discusses the strategies they employ to gain 
- support for programmes from clientele and con- 
gressmen, and the confidence and trust of re- 
source allocation committees, He shows how 
the residues of the past provide a base for sub- 
sequent allocations. Resource allocation, he 
suggests, is. not the consequence of dispassion- 
ate analysis. Rather, it emerges through a subtle 
game played out between actors, taking on the 
roles of “advocates of the cause” (the pro- 
gramme champions) and the “guardians of the 
treasury”, according to predefined (inter- 
nalized ) rules (Wildavsky, 1975). 

Building on Wildavsky’s analysis, Jonsson’s 
(1982) study sought to capture some of the im- 
plicit dynamics by following the way in which 
the budgetary process unfolded over three years 
in a Swedish municipality in 3.time of financial 


stringency. Over the three years Jonsson traced 
out a pattern of confrontation, disillusionment 
and re-organization. He uses Wildavsky’s (1975) 
imagery of guardians and advocates. 

In the first year the guardians of the treasury 
attempted to adapt to the new stringency by im- 
posing blanket cuts across all the municipality’s 
expenditure. ' In response, the advocates 
mobilized public support for their causes in 
which the guardians were portrayed as the vil- 
lains. There followed the period of confronta- 
tion. How could cuts be agreed? Who would be 
responsible for the consequences of the cuts? 
Seemingly, issues were obfuscated through am- 
biguous commitments, such that agreed expen- 
ditures were not covered by the budget. 

This obfuscation laid down a residue for the 
following year in which the guardians again de- 
manded reduced expenditure. Possibly attempt- 
ing to preserve a semblance of control over the 
municipality’s expenditure, the guardians ad- 
vised the advocates to base their requests on 
grossly unrealistic inflationary expectations. Ad- 
vocates submitted their requests disclaiming all 
responsibility for expenditure outcomes. This 
led to disillusionment and a lack of confidence in 
the budget. (As it turned out, the municipality 
had later to arrange a loan at short notice to 
cover its expenditure deficit. } 

In the final year under study, a new local 
government came into power. This portrayed it- 
self as stronger, and committed to particular 
priorities. A period of re-organization ensued in 
which responsibilities were re-allocated. 
Nevertheless, old priorities were adhered to. Ex- 
pansionism remained intact. There followed the 
biggest tax increase in the municipality's history. 

This imagery —- that of advocates and guar- 
dians — is a powerful way of understanding the 
resource allocation process in many private-sec- 
tor organizations. For example, Vancil’s (1982) 
analysis of IBM’s planning systems draws out the 
role of staff, the guardians, as protectors of the 
organizations’ excellence. Their more analytical 
approach serves as a countervailing force to the 
potentially emotive and intuitive arguments of 
product champions, the advocates. However, 
Jonsson (1982) in particular has sought to illus- 
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trate the potential fragility of this adversarial 
process. Rules of the game may foster stability 
and coherence, but they can be violated. In- 
terested parties can mobilize support from un- 
expected quarters. Consequences may be un- 
predictable. It is interesting to note that Vancil 
(1982) goes on to show how IBM has sought to 
stabilize its confrontation process and make it 
less political through established rules and an in- 
stitutionalized procedure for dissent. 

These studies focus on the negotiations that 
take place around resource allocations. They say 
less about the use of financial calculation in the 
negotiation process. In this connection, Bower 
(1970), for one, has remarked on the poverty of 
our appreciation of practice. Earl & Hopwood 
(1980) contrast normative—facilitative uses of 
information in decision making with its use as 
ammunition in debate and to justify decisions ex 
post Accounting is often advanced to facilitate 
informed decision making (e.g. Johnson & Kap- 
lan, 1987). But equally it may be used for politi- 
cal or symbolic purposes (Feldman & March, 
1981; Ansari & Euske, 1987; Covaleski & 
Dirsmith, 1988). 

In referring to the use made of financial calcu- 
lation, Boland & Pondy’s (1983, 1986) studies 
(one of a university budget process and the 
other of a school closure decision) are illustra- 
tive. They show how accounting is used both in 
a rational manner, providing analytical order and 
coherence through which people negotiate and 
discuss objective properties of the problem at 
hand, and also in a “naturalistic” manner, in the 
sense that accounting can be seen to provide 
_-,categories through which individuals order and 

‘interpret problems. Tracing the dynamics of the 
events, they argue that these appreciations of ac- 
counting alternate. At times, the natural is sup- 
pressed and the rational dominates, then the ra- 
tional can be suppressed while the natural 
comes to the fore. 

Boland & Pondy’s (1983, 1986) studies use- 
fully draw out many of the seemingly irrational 
aspects of resource allocation. They highlight 
the ceremonial. In the university case, for 
example, the budget provided a context for state 


agencies to exercise their legitimate authority in. 


allocating funds to particular priorities. At the 
same time the underlying flexibility was such 
that funds could be diverted from one pro- 
gramme to another at will. Also, they emphasize 
the symbolic element of accounting classifi- 
cations. Their university study shows how un- 
supported budget requests were made in the 
name of “academic development” and “funda- 
mental research”, both indicative of academic 
excellence, and afforded differential treatment 
in the negotiating process. 

These studies offer descriptions of the way de- 
cisions unfold in a political context. They 
suggest different roles participants can be as- 
cribed, and they hint at alternative ways in 
which accounting may be implicated, more or 
less instrumentally. Whether these apprecia- 
tions are transferable to private sector organiza- 
tions is debatable. Most business firms have 
explicit patterns of authority and hierarchy. 
Contests can be overruled. Apparently, profes- 
sional planners in private sector organizations 
believe strategic decisions conform more 
closely to the normative model (Ginter et al. 
1985). Yet, Mintzberg et al’s (1976) and 
Hickson et al.’s (1986) studies, including many 
decisions in private sector organizations, 
suggest that this presumption is inappropriate as 
a general characterization. Certainly Pettigrew 
(1973, 1985 ) describes private sector practices 
that are only marginally less contested, tortuous 
and subject to the vagaries of chance than those 
in the public sector. Processual studies of 
Strategic decisions in private sector organiza- 
tions drawing out the use of financial calculation 
therein would make another useful contribution 
to research at the interface of accounting and 


Strategy. 


CONTROL SYSTEMS AND STRATEGIC 
CHANGE 


The emphasis on decision making in the previ- 
ous section might be taken to imply that 
strategic change and reorientation is a com- 
monly recurring facet of organizations’ be- 
haviours. However strategic reorientations ap- 
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pear to happen only rarely. Strategic continuity 
is a prominent theme in the literature (e.g. 
Jonsson & Lundin, 1977; Starbuck & Hedberg, 
1977; Hedberg, 1981; Mintzberg, 1978; Miller & 
Friesen, 1980, 1984;.Pettigrew, 1985). Much 
strategic decision making constitutes an elabora- 
tion or refinement of existing strategies. 
Mintzberg (1978), for example, traced over- 
arching continuities for periods of 17 and 18 


years respectively in Volkswagen’s product ` 


strategy and the U.S. military strategy in Vietnam. 
Similarly Mintzberg & Waters’ (1982) analysis of 
a retail chain’s history found only six shifts in 
strategic behaviour in 57 years, roughly once in 
every ten years, involving only three major 
strategic reorientations. Pettigrew (1985, Chap- 
ter 11) also reports comparable continuities in 
his analysis of ICTs history. 

Mintzberg’s (1978) analyses prompt him to 
suggest that strategies unfold in long overarch- 
ing life cycles, with phases of conception, elab- 
oration, decay and death. Within the life cycle 
there may be periodic spurts of incremental 
change or “grafting” followed by periods of con- 
solidation, or “sprints and pauses” (Mintzberg & 
Waters, 1982). But the tendency is towards con- 
tinuity and elaboration. 

The construction placed upon these long 
periods of continuity varies. Mintzberg (1978; 
1987) and Mintzberg & Waters (1982) see them 
as desirable, enabling organizations to develop 
and perfect those things that they already do 
well, as if in a quest for continual improvement. 
Change is disruptive. Continuity permits con- 
solidation. Others interpret these long periods 
to be problematic, indicative of organizations’ 
inabilities to adapt to changing environments 
(Starbuck & Hedberg, 1977; Argyris & Schon, 
1981; Hedberg, 1981 ). These researchers see or- 
ganizations acting out strategies long after they 
have outlived their usefulness. Continuity is in- 
terpreted as inertia. Certainly, organizations 
often experience tremendous difficulty in re- 
sponding to change (Starbuck & Hedberg, 1977; 
Pettigrew, 1985). Many impediments need to be 
surmounted. As in strategic decisions, change 
can at most be only partially managed. 

One impediment concerns the strategy— 


structure linkage discussed earlier. Miller & 
Friesen (1980, 1984), for example, argue that 
organizations develop design configurations 
consistent with their strategies. Over time these 
design configurations become tightly coupled to 
the associated strategies, creating a momentum 
behind these strategies. Bureaucratic inertia 
constrains possibilities for strategic change. Cru- 
cially for Miller & Friesen’s (1980, 1984) analy- 
sis, organizational adaptation is subject to an 
economic calculus. Adaptation is costly. Thus, 
organizations delay adapting to environmental 
change until the magnitude of change renders 
the opportunity costs of continuing with exist- 
ing strategies greater than the cost of structural 
and strategic realignment. 

A second impediment is political. Existing 
strategies and structural arrangements confer 
organizational participants with differential ac- 
cess to key decision making processes, establish- 
ing patterns of advantage and disadvantage in the 
distribution of resources (Bacharach & Lawler, 
1980; Pfeffer, 1981; Walsh et al 1981). New 
Strategies and structures open up possibilities 
for altered patterns of power and advantage. 
Thus those in power seek to maintain their in- 
terests by denying the desirability or possibility 
of change. 

A third impediment is perceptual. Inertia is 
not uniquely attributable to structure or politi- 
cal factors, but also to organizations’ inabilities 
to appreciate environment change and initiate 
new responses (Hedberg et al 1976; Starbuck & 
Hedberg, 1977; Argyris & Schon, 1981; Hed- 
berg, 1981). In this explanation, organizational 
environments are not objectively analysed, 
rather they are interpreted subjectively. Organi- 
zations typically face much richer and more 
complex cues than they can readily process. 
Through action and interaction, stylized expla- 
nations for environmental interactions evolve. 
These explanations become entrenched in be- 
havioural routines which define relevant cues 
and responses. Routines reduce environmental 
equivocality to manageable proportions, but 
they make organizations insensitive to change 
by bracketing out certain cues from considera- 


tion. They tether organizations to existing 
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theories of action (Argyris & Schon, 1981), old 
explanations survive although new explanations 
are called for (Hedberg et al 1976). | 
Ranson et al (1980) offer some synthesis of 
these structural, political and perceptual ac- 
counts, by suggesting that organizations’ struc- 
tures and power distributions should be under- 
stood as embodiments of shared values and be- 
liefs in organizations, reflecting deeply ingrained 
structures of meaning through which individu- 
als in organizations order and interpret their 
worlds. Structural and political factors are im- 
pediments to change precisely because of their 
legitimacy in these structures of meaning. More 
specifically, Hinings & Greenwood (1987) 
argue that these structures of meaning contain 
values and beliefs about (i) the appropriate do- 
main of an organization’s activities, (ii) approp- 
riate principles of organizing, and (iii) approp- 
riate criteria for evaluating organizational per- 
formance. Structures, strategies and distribu- 
tions of power are not independent in this analy- 
sis, rather they are bound up together in a mutu- 
ally reinforcing normative order which becomes 
institutionalized through action and interacton. 
Ranson ef al (1980), in common with 
Jonsson & Lundin (1977), McCall (1977), Hed- 
berg & Jonsson (1978), Brown (1978) and 
others, draw analogies with Kuhn’s (1970) con- 
cept of paradigms in the development of scien- 
tific enquiry. Beliefs, values and theories of 
action can be thought of as an organizations’ 


paradigm. Paradigms lock organizations into 


existing strategies, structures and action reper- 


toires — even ‘as they become obsolete. 
Strategic change and reorientation requires or- 
ganizations to uncouple action from the prevail- 
ing paradigm and recouple it to a new paradigm, 
as if in a paradigmatic shift. Organizations’ envi- 
ronments must be reinterpreted through new 
interpretive schemes (Jonsson & Lundin, 1977; 
Hedberg & Jonsson, 1978; Hedberg, 1981). Or- 
ganizational structures must be uncoupled from 
old rationales for organized action and re- 
coupled to new rationales (Greenwood & Hin- 
ings, 1988). Past action routines must ‘be un- 
learned and new routines learned (Starbuck & 


Hedberg, 1977; Hedberg, 1981; Starbuck, 


1983). 

The interpretive uncoupling and recoupling is 
not accomplished lightly. Weick (1979), Star- 
buck (1983), Brunsson (1985) and March 
(1976) encourage organizations to act irration- 
ally, in the sense of implementing actions incon- 
sistent. with the prevailing paradigm, for it is 
through experiencing the consequences of such 
actions that they discover new opportunities 
and possibilities. Others, for example Jonsson & 
Lundin (1977), Hedberg & Jonsson (1978) and 
Beyer (1981), posit crisis as a necessary condi- 
tion for change, for it is only when a succession 
of actions demonstrably fails to deliver its in- 
tended consequences is faith in the existing 
paradigm undermined, creating conditions of 
possibility for the emergence of new paradigms, 
and associated strategies and structures. 

Jonsson & Lundin (1977) and Hedberg & 
Jonsson (1978) see paradigms unfolding in 
cycles or waves. Crisis precipitates bursts of ex- 
perimentation or “groping” (Mintzberg, 1978). 


New skeletal strategies, or “solutions-in-princi- 


ple”, are discovered as experience and knowl- 
edge are acquired. These may gain support and 
consensus. Faith and momentum are built up as 
they are elaborated. New structures and systems 
take shape. A new paradigm is created. Periods of 
continuity follow until a new crisis is perceived, 
and the cycle repeats itself. 

Theory, of course, must allow for the possibil- 
ity of “aborted excursions” (Greenwood & Hin- 
ings, 1988): experimentation may lead to re- 
newed faith in the existing paradigm. In fact, 
Starbuck & Hedberg (1977) argue that strategic 
reorientation is frequently contingent upon the 
arrival of new leaders who bring new interpreta- 
tions, for it is only new leaders who can rupture 
an organizations’ belief in the efficacy of its past 
SUCCESSES. 

This interpretive account of strategic change 
and reorientation raises significant implications 
for accounting and information system design. 
Such systems select, sort and order bits of data 
from the mass of cues within and without the or- 


ganization. They are an important medium shap- 


ing participants’ perceptions of the organiza- 
tion’s relationship with its environment. 
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“Designers” decide what will be measured, what 
will be omitted, how information will be re- 
ported and so forth. Information systems have 
the potential to filter away inconsistency, create 
a sense of security and engender faith. Such sys- 
tems typically focus on small data sets, are integ- 
rated and have minimal redundancy. Alterna- 
tively, they have the potential to create am- 
biguity and foster a sense of insecurity. Such sys- 
tems typically embody competing data sets, are 
less integrated, and exhibit extensive redun- 
dancy (Hedberg & Jonsson, 1978; Daft & Macin- 
tosh, 1978; see also Daft & Weick, 1984). 

- More generally, planning and control systems 
can be designed to promote a sense of clarity and 
comfort. These reaffirm old rationales for action, 
orchestrating tasks and responsibilities in insular 
ways. Or they can be designed to promote 
curiosity and experimentation. Planning as- 
sumptions can be challenged through dialectic 
enquiry (Mason & Mitroff, 1981) and devil's ad- 
vocacy (Herbert & Estes, 1977); tasks and re- 
sponsibilities can be assigned so as to create ten- 
sions for innovation (Dent, 1987). 

Consistent with the notion of. organizational 
paradigms unfolding in waves or cycles, it may 
be fertile to consider the manner in which ac- 
counting and control systems become involved 
in emergent appreciations of organizational 
functioning and possibility. Following Den Her- 
tog (1978), it is customary to think of control 
system changes following strategic changes in a 
passive, reflective way. Similarly, Markus & Pfef- 
fer (1983) argue that information system 
changes should accommodate existing power 
distributions. These researchers do not allow ac- 
counting and control systems a more pro-active 
role in shaping strategic, organizational and 
political changes as circumstances unfold. Yet 
Hopwood (1987) has argued the case for view- 
ing accounting as constitutive and not merely re- 
flective of organizational endeavour. Hopwood 
(1987) notes how accounting systems initiated 
for one purpose, can become suggestive of new 
possibilities for organizational action, shaping 
the trajectory of organizational development. 
Accounting systems become implicated in 
wider processes of organizational perception, 


governance and strategic mobilization, he ar- 
gues. 

Pursuing this theme my own recent research 
on control systems and organizational change is 
illustrative. These studies document the way in 
which embryonic management notions can be- 
come manifest through new systems of planning, 
accountability and performance measurement, 
which in turn can provide conditions of possibil- 
ity for organizational reform and the emergence 
of new strategies. 

In one of these studies, attention is given to 
the way in which new planning and control sys- 
tems were implicated in organizational redesign 
and strategic reorientation in an electronics. 
company. The embryonic notion was a concern 
to focus on company’s activities more closely on 
its key markets. At that time the company was a 
general purpose supplier, and, for organizational 
participants, “focus” was at best difficult to inter- 
pret. A new planning system was introduced, re- 
quiring the product development function to 
segment its plans so as to indicate its intentions 
vis-a-vis each of the designated markets. This 
new visibility provided a context for dialogue 
and debate surrounding the meaning of the no- 
tion of focus, from which emerged tentative new 
market-based managerial responsibilities in pro- 
duct development. From this change in the or- 
ganization of the product development function 
‘emerged pressures for the sales units to similarly 
segment their plans. And this in turn created the 
possibility for a comparable reorganization of 
the company’s sales units. A new logic gradually 
unfolded as planning system changes suggested 
the possibility of organizational changes, which 
in turn suggested further planning system 
changes and the possibility for further organiza- 
tional reform, culminating in the emergence of 
product—market divisions. Focus came to be tan- 
gibly expressed through the activities of these 
product—market divisions. 

In a second study, elementary accounting sys- 
tems were seen as being instrumental in the 
transformation of a public sector organization 
from a social service to a profit seeking enter- 
prise’ In this case, the embryonic notion was a 
vague aspiration to introduce more “business- 
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orientated” management practice. For market- 
ing purposes, accounts were introduced show- 
ing the profit or loss attributable to segments of 
the organizations’ activities. By many in the or- 
ganization, profit was considered to be substan- 
tially incompatible with the provision of a social 
service, perhaps even incomprehensible. But 
these accounts created the possibility for view- 
ing the organization as a series of businesses, 
each subject to an economic calculus. Through 
the accounts, debate on operational and physical 
activities was gradually recast into a language of 
costs and revenues. Management actions came 


to be understood through their contribution to 


the profit or loss of each business. Through 
action and interaction, old criteria of profes- 
sionalism and standards of service were gradu- 
ally supplanted by economic criteria. As the no- 
tion of the organization consisting of businesses 
gathered momentum, new planning systems 
were progressively introduced and new man- 
agerial hierarchies emerged. The organization 
became its businesses. The initial accounting 
created conditions of possibility for the 
emergence ofa new interpretation of the organi- 
zation’s activities, new criteria for action and 
new managerial structures. 

Thus, the suggestion here is that strategic 
change is fundamentally an interpretative or 
paradigmatic phenomenon. Strategic, structural 
and political change are intimately bound up 
with values and beliefs in organizations, or struc- 
tures of meaning. Planning and control systems 
open up possibilities for abstracting from extant 
frames of reference for organizational action, 
creating new images of the organization and its 
relationship with its environment. Such new vis- 
ibilities provide a possibility for uncoupling or- 
ganizational endeavour from obsolete 
paradigms, and recoupling it to a new. New plan- 
ning and control systems provide a means for 
reorchestrating responsibilities and linkages 
into the environment, facilitating organizational 
change not just in a passive way, but pro-ac- 
tively. Such interpretations of the potential of 
control systems in strategic change are novel, 


and they are speculative. At present we have a 
minimal empirical basis for distinguishing ac- 


tualities from potential. Longitudinal studies of 
strategic change, teasing out the way in which 
control systems become implicated in emerging 
appreciations of organizational possibility, 
would make a third substantive contribution to 
research at the accounting/strategy interface. 


SUMMARY AND CONCLUSION 


Strategy has become an important focus for 


management and organizational research. Con- 


cepts of competitive strategy and strategic man- 
agement have lead to new vocabularies in the lit- 
eratures of business policy, economics and or- 
ganization theory. Its influence in the account- 
ing literature has been less, however, and this 
omission may be significant. Accordingly the ob- 
jective of this paper is to map out some pos- 
sibilities for research at the interface of account- 
ing and strategy. 

Initially, the paper provided a brief overview 
of perspectives in the strategy literature. At that 
point, some definitions of strategy were discus- 
sed, and various research orientations traced 
out. The strategy—structure orientation was dis- 
tinguished from economists’ concerns with the 
content and competitive viability of organiza- 
tions’ strategies. These two perspectives, in turn, 
were distinguished from process research on 
strategic decision making and on strategic 
change. These distinctions suggested various av- 
enues for accounting research, three of which 
were discussed in subsequent sections. 

Elaborating the strategy—structure theme, the 
first avenue concerned the design of organiza- 
tions’ control systems. This section furthered 
the argument for including organizations’ strate- 
gies as a variable in the contingency framework, 
and exploring the relationship between organi- 
zations’ strategies and their control systems. 
Drawing on Miles & Snow (1978), a host of 
propositions was raised, many of which could 
usefully be researched further. Moving from 
structural concerns to more processual issues, 
the second avenue concerned’ the connection 
between accounting systems and strategic deci- 
sion making. Here the paper discussed ways in 


STRATEGY, ORGANIZATION AND CONTROL 21 


which strategic decisions appear to unfold in 
their political and structural context. Wil- 
davsky’s (1975 ) imagery of “guardians and advo- 
cates” in public sector resource allocation deci- 
sions, illustrated through Jonsson’s (1982) study 
of a Swedish municipality, provided a basis for 
discussing possible dynamics surrounding firms’ 
planning and budgeting systems. The absence of 
comparably rich longitudinal studies in private 
sector organizations suggested further oppor- 
tunities for accounting research. The third av- 
enue concerned strategic change. Here strategic 
chatige was portrayed as an essentially interpre- 
tive phenomenon, involving the uncoupling of 
structures, systems and strategies from extant 
paradigms and their recoupling to new ones 
(Jonsson & Lundin, 1977; Starbuck & Hedberg, 
1977; Greenwood & Hinings, 1988). This un- 
coupling and recoupling was cast as an emergent 
process. Accounting and control systems were 
attributed a potentially pro-active role in 
strategic change. Future research could usefully 
explore the way in which accounting and con- 
trol systems become implicated in change in 
other settings. 

Research at the interface between accounting 
and strategy is, as yet, underdeveloped. Accord- 
ingly, these suggestions are advanced in a tenta- 
tive spirit. Nevertheless, the possibilities iden- 
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Abstract 


A review of two economic theories is utilized to provide theoretical support for the greater possible 
involvement by accountants in what has been called strategic management accounting. One of these 
theories is concerned with the underlying characteristics of enterprise products. It suggests that there is 2 
need for accountants to consider the cost structure of not only their own firm but of all enterprises in the 
relevant market and of potential entrants. It also sugpests that costs can not be considered in isolation from 
demand factors. The second theory to be reviewed is concerned with whether a firm’s cost structure 
permits its market strategy to be sustainable in the face of potential entry. This theary again emphasizes the 
intertwining of demand and cost factors and the need to consider these factors simultancously. The use of < 
this theory allows a new perspective to be taken to cost behaviour which is especially suited to high 


technology manufacturing. 


A universal cry is that firms must become more 
competitive on a global basis if they are to sur- 
vive. Haas (1987) provides a summary of these 
views. A discussion of some of the accounting 
implications and some further references is pro- 
vided by Kaplan (1983). Prescriptions for im- 
proving competitiveness have recently focussed 
on the benefits of using new technologies, such 
as flexible manufacturing systems, including 
robotics and CAD/CAM, to improve productivity 
and to yield enhanced product attributes. Firms 
are being urged to utilize new systems of pro- 
duction, such as Just-In-Time manufacturing, 
which are often argued to be used far more in- 
tensively by sophisticated competitors in other 
countries. 

A number of writers have sought to reform 
management accounting by seeking to measure 
the incremental value generated by these pro- 
cesses and similar methods and by advocating 
accounting methods which reflect better the 
cost structures associated with these new pro- 
cesses and methods than conventional alloca- 


tion methods, see, for example, Cooper & Kap- 
lan (1987 ). Further evidence of this view, drawn 
from a survey of practice, is given by Berliner & 
Brimson (1988). Arguments for focussing on the 
factors causing costs to vary are based on evi- 
dence that the product costs generated by exist- 
ing costing systems often seem to be widely at 
variance with prices and implicitly therefore 
with the costs of competitors. 

These revised accounting methods, like their 
predecessors, focus on data internal to the firm 
even though the perceived need for the new 
methods of operation are market driven by a be- 
lieved imperative to at least match competitor 
skills and methods of operation. It can be argued 
that it is on final goods markets that strategies to 
overcome competition need to be focussed. It is 
in these markets that customers have to be re- 
tained and captured from other firms and where 


competitors strive to compete, not just in terms 


of lower product cost, higher quality and better 
delivery times, but over the whole range of 
strategic variables. ; | 


*I wish to thank the anonymous reviewers for their helpful comments on earlier versions of the paper. 


28 MICHAEL BROMWICH 


ARGUMENTS IN FAVOUR OF STRATEGIC 
MANAGEMENT ACCOUNTING 


A further and, perhaps, even more crucial re- 
volution in management accounting may be re- 
quired to help enterprises meet global chal- 
lenges in product markets. This suggests that 
there is a need to release management account- 
ing from the factory floor to allow it also to aid 
directly in meeting these market challenges. 
Such a reorientation would permit management 
accounting additionally to focus on the firm’s 
value added relative to its competitors. It could 
also aid in monitoring the firm’s performance in 
the market place using a whole range of strategic 
variables over a decision horizon sufficiently 
long for strategic plans to come to fruition. 
These concepts form the core of the new con- 
cept of strategic management accounting (Sim- 
: monds, 1981; Govindarajan & Shank, 1988). 
Some of these ideas are already being utilized by 
some leading firms, especially, perhaps, in Japan. 
Allen (1986) provides evidence from a British 
company’s experience and Schoenfeld (1986) 
gives some indirect evidence on the practices of 
some multinational companies. 

Such a perspective on management account- 
ing seeks to provide information concerning the 
firm’s markets and on its competitors, with the 
emphasis being placed on the long term. 

A working definition of strategic management 
accounting is: 


The provision and. analysis of financial informa- 
tion on the firm’s product markets and com- 
petitors’ costs and cost structures and the 
monitoring of the enterprise’s strategies and 
those of its competitors in these markets over a 
number of periods. 


Previous attempts to justify this approach 
have tended to rely upon its commonsense ap- 
peal. More compelling arguments in the area of 
product strategy and cost structures are now 
available, building on two sets of recent results 
in economic theory to provide new perspectives 
on management accounting. 

The first of these new theoretical supports for 


strategic management accounting is provided by 
an economic perspective which sees economic 
goods as being desired not for themselves but 
rather for the underlying attributes or charac- 
teristics they provide to the consumer, see Lan- 
caster (1966, 1979), who seeks to incorporate 
these attributes into models of market equilibria. 
With this perspective, goods are seen as bundles 
of characteristics. It is these attributes or charac- 
teristics yielded by commodities which are val- 
ued in the market place and which give goods 
their value. This perspective allows these attri- 
butes to become central in the formulation of 
enterprise strategies concerning matters such as 
market fit and product diversification. 

It also suggests that the accountant might play 
a more important role in strategic decisions, 
especially in diversification decisions by costing 
attributes and monitoring the performance of 
these attributes over time. This perspective pro- 
vides a clear role for strategic management ac- 
counting because as will be shown the costs of 
the attributes provided by the enterprise’s pro- 
ducts are often crucial to the sustainability of the 
enterprise’s product strategies in that entry by 
competitors is unprofitable in the face of these 
strategies. It will also be argued that the cost and 
other market characteristics of the attributes of 
products are intertwined and cannot be 
evaluated separately. This means that accoun- 
tants cannot restrict their attention only to cost 
information concerning the enterprise’s pro- 
ducts but must also encompass strategic infor- 
mation in their reports. This provides one reason 
why accountants might venture into the some- 
what unfamiliar area of strategy formulation and 
control that is represented by strategic manage- 
ment accounting. 

The second novel economic perspective that 
is used to support a wider role for management 
accounting is a recently synthesized body of 
knowledge in the economics of industrial or- 
ganization. This theory of contestable markets 
presents the conditions for a firm’s price and 
output strategy to be sustainable in the face of 
potential competition, concentrating on cost 
conditions (Baumol et al., 1982, 1988). Advo- 
cates of contestable markets theory argue that 
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the fear of potential competition can, under cer- 
tain conditions, be relied upon to regulate the 
exercise of monopoly power by incumbent 
firms. Manes et al. provide a very clear introduc- 
tion to this theory from an accounting perspect- 
ive (1985, pp. 78-92). This theoretical per- 
spective will be used here to determine cost and 
other conditions that ensure the sustainability of 
the enterprise strategies not only in the face of 
both potential competition from outside the 
. market, which is the concern of these who sub- 
scribe to the contestable markets school, but 
also potential competition from existing market 
rivals. Thus, in this article the findings concern- 
-ing costs in contestable markets theory will be 
applied to what have been traditionally called 
. competitive markets in economics (Shepherd, 
1984, pp. 574-578). The essence of contestable 
market theory is the need for maintainable cost 
advantages over rivals if the enterprise’s strate- 
gies are to be sustainable. This finding provides 
additional support for strategic management ac- 
counting because it requires that the accountant 
extends cost analysis beyond the firm and report 
on the cost structure of rival enterprises to help 
management make sensible decisions in com- 
petitive markets. The two theories used here 
complement each other; one emphasizing pro- 
duct characteristics other than cost and the 
other being concerned with product costs. 


Both of these bodies of thought stress the’ 


need for market orientated information for deci- 


sion-making. Expanding management account-’ 


ing to encompass elements of these approaches 
provides a new focus that positions management 
accounting to contribute directly to what Porter 
(1985, pp. 10—26) has called the three generic 
strategies to ensure sustainable competitive ad- 
vantages. Attribute analysis firstly contributes to 
what Porter calls the differentiation strategy 
where the enterprise seeks to provide a unique 
product and also to the differentiation variant of 
the focus strategy. Following this, Porter’s 
second generic strategy, enterprises focus on a 
narrow segment of an industry. The cost ele- 
ments of contestable markets theory, will be 
used to examine how the firm can be sure that it 
possesses 2 competitive cost structure and can 


be aided in following either Porter’s third 
generic strategy of cost leadership in an industry 
or that of focussed cost leadership for a narrow 
industry segment. Utilizing a more organiza- 
tional perspective, Child (1987, p. 30) has also 
identified these strategies, though he sees them 
rather as strategic challenges which require the 
use of looser structured organizations in order 
to achieve greater flexibility in organizational re- 
sponse. He sees these organizational structures 
as relying heavily on developments in informa- 
tion technology, including wider and more de- 
tailed access to information external to organiza- 
tional units (1987, p. 40). Strategic management 
accounting might be expected to contribute to 
this requirement for additional and differently 
focussed information. 

The analysis in this article argues that this in- 
formation should aid firms in responding to 
competition and to changes in consumer 
demand, both of which are pressures that origi- 
nate outside the enterprise. Of course, some 
firms already collect and analyse this type of in- 
formation, particularly some large companies in 
Japan (Hiromoto, 1988, p. 23). This analysis may 
not be comprehensive as organizational respon- 
sibility for these endeavours tends to reside with 
the marketing or product planning function and 
the accountant may not therefore play a major 
role in this process. The importance of costs in 
Strategic management and their intimate con- 
nection with other strategic factors in the two 
theories discussed suggests, however, that a 
stronger case can be made for strategic manage- 
ment accounting than presently exists in the lit- 
erature. 

Adopting a strategic perspective emphasizes 
that each of the firm’s strategies for products and 
markets should yield the customer some benefit 
except where strategic actions are meant to en- 
hance the firm’s monopoly power (Shepherd, 
1984, p. 574) by increasing, for example, the 
number or height of barriers to entry (however 
defined, Shepherd, 1984, pp. 581-582). Even 
such reinforcements to monopoly power often 
have to be founded on giving customers benefits 
which other firms cannot easily provide. 

Customer benefits other than price, and there- 
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. fore cost, will be considered first. Cost struc- 
' tures will then be discussed. The aim is to see 
how far strategic management accounting may 
contribute to the management of all these vari- 
ables. 

Concern with consumer benefits suggests that 
a wide set of techniques are required to produce 
a detailed analysis of the firm’s products and the 
offerings of its competitors. As Porter (1985) 
and other corporate strategists recognize, com- 
petition is to be expected across a wide range of 
product variables, not simply price. Indeed, 
price for a given package of benefits contained in 
a product may not be a decision variable for 
many firms in strongly competitive markets. It is 
well known from economic theory that such 
prices are determined by technology where, as 
might be expected, all firms share a similar 
technology. Prices are set by the enterprise with 
the least cost technology where technologies 
differ. Firms not using least cost technology may 
remain in the market if their products offer bene- 
fits to the consumer not yielded by the least cost 
firm or because of any cost advantages they have 
over the least cost firm at lower volumes. 

In the next section of this article the contribu- 
tion of product attributes to the firm’s market 
strategy is considered. The following part looks 
at the contribution of the firm’s cost structure to 
its market strategy. The implications of each sec- 
tion for strategic management accounting are 
then considered. 


PRODUCT ATTRIBUTES 


Here products are seen as being comprised of 
a package of objective attributes or characteris- 
tics which they offer to consumers (Lancaster, 
1979, pp. 16-36). It is these attributes that actu- 
ally constitute commodities and which appeal to 
consumers. Demands for goods are derived 
demands stemming from their underlying 
characteristics. These attributes might include a 
variety of quality elements, such as operating 
performance variables, reliability and warranty 
arrangements, physical items, including the de- 
gree of finish and trim, and service factors like 


the assurance of supply and of after sales service. 
It is these elements which differentiate products 
and appeal to the consumers. The firm’s market 
share depends on the match between the attri- 
butes provided by its products and consumers’ 
tastes and on the supply of these attributes by 
competitors. The focus of the analysis will be on 
what is called “horizontal product differentia- 
tion” in economics (Lancaster, 1979, pp. 27—28; 
Shaked & Sutton, 1986a, pp. 107—108). This 
term characterizes the setting where a group of 
products differ only in terms of their detailed 
specification. With this perspective, the con- 
sumer is seen as having decided on how much to 
spend on a given group of similar goods and 
therefore as determining which set of charac- 
teristics to buy. Vertical product differentiation 
where goods are assumed to differ in terms of 
the total quality they offer (and their prices ) will 
be considered briefly later. Here the quality of 
the goods bought are normally expected to de- 
pend on income (Shaked & Sutton, 19862). 

For ease of analysis, it will be assumed initially 
that the amount of any product which can be 
purchased is infinitely divisible and can be com- 
bined with any other product in such a way that 
the fruits of the combination are merely the sum 
of the benefits which each of the products would 
yield individually. Cosmetic and food goods pro- 
vide examples. Products which do not fulfil 
these assumptions, such as consumer durables 
which do not always come in a range of sizes, 
will be considered later. The entertained as- 
sumptions mean that any desired size of each 
product and combinations of products may be 
obtained up to the total of the budget (or that 
purchases in sequential periods,can be approp- 
riately varied between products). 

Figure 1 shows two such characteristics for a 
good. The amount of one characteristic, say 1, 
obtained per monetary unit is shown on the ver- 
tical axis. The amount ofa second characteristic, 
2, obtainable per monetary unit, is shown on the 
horizontal axis. Products combining these 
characteristics in different proportions are 
shown in the figure by lines from the origin, such 
as OA and OB. Moving outwards along a line rep- 
resents spending more money on a product, 
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Characteristic 1 





Characteristic 2 


Fig. 1. Characteristics of commodities. 


thereby obtaining an increase in the amount of 
the given product and of the quantities of each of 
the two characteristics obtained. The slope of 
each line reflects the proportion of the two 
characteristics combined in the product. Four 
products, A, B, C and D, offering different prop- 
ortions of the two characteristics are initially as- 
sumed to be available. These are shown by the 
points A, B, C and D on the lines OA, OB, OC and 
OD, respectively. The other products shown in 


the figure will be referred to as the analysis pro- 


ceeds. Product A specializes in giving a relatively 
high amount of characteristic 1. Product D pro- 
vides a higher amount of the other characteristic 
but at the expense of a relatively lower amount 
of 1. Products B and C yield more even mixtures 
of the two characteristics. 

The line ABCD shows the maximum amount 
of both attributes obtained from spending the 
same total mount of money on one or more of 
the available products. If the price of product C°,. 
which is shown below product C in the figure, is 
the same as for the other products, product C° 
represents an inefficient way of buying the 
characteristics that it offers. Its price is the same 
as that of product C and yet it offers less of both 


characteristics. It therefore will not be purch- 
ased. The line ABCD thus represents the effi- 
clency line or frontier for all consumers con- 
strained to spend the amount of money rep- 
resented by this line. Points on this line show the 
maximum amount of a specific bundle of charac- 
teristics which can be obtained for the amount 
of money represented by this line. 

With infinite divisibility and combinability, 
any bundle of the characteristics shown on the 
efficiency line can be obtained by distributing 
the available amount of money between the pro- 
ducts in a specific way. For example, the charac- 
teristics offered by products B and C in the figure 
can be obtained by buying different specific 
proportions of products A and D. Where regular 


repeat purchases of a good are made, such as 


with many consumer durables, divisibility over 
time may have the same effect. Opting for one 
product for some period of time and another 
good for another period allows diversification 
between products which are not of themselves 
intrinsically divisible. 

The line ABCD also represents the budget line 
for consumers. Increasing the amount to be 
spent on the goods would move this budget line 
outwards along axes without changing its shape. 
Similarly, reducing the amount to be spent 
would move the line backwards towards the ori- 
gin of the figure. 

The slope of the budget line shows the relative 
price of the two characteristics. Thus, the shape 
of the efficiency frontier depends on product 
prices as well as the quantities of characteristics 
offered by products. If the price of product B, for 
example, decreased, the quantity of the two 
characteristics per monetary unit it offers in- 
creases and more would be spent on it. This ef- 
fect is represented in the figure by moving pro- 


duct B further rightwards on its product line to, 


say, point B' in the figure, reflecting its lower 
cost relative to other products for the bundle of 
characteristics offered. Changes in the prices of 
products and in the amount of characteristics 
obtainable for a given price would change the 
shape of the efficient frontier. With this per- 
spective, product characteristics and product 
cost (and therefore price) can be seen to be 
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deeply intertwined. None of these matters can 
be considered in isolation. 

The market share accruing to each product 
will depend on consumer tastes and on product 
prices. Each product will attract that clientele of 
consumers who like the bundle of characteris- 
tics it offers, conditional on its relative price. The 
firm’s strategic decision with this model is to de- 
termine the amount of the two characteristics 
which will be offered and the product price. 
Again for ease of analysis, markets with no bar- 
riers to entry and no possibility of entrance de- 
terrence strategies will be initially assumed. In 
this setting, a change in market share can be won 
by offering a different bundle of characteristics, 
that is by differentiating products, by offering a 
greater bundle of characteristics at the same 
ptice by, for example, introducing cost saving 
technology and by supplying an existing set of 
characteristics at a lower price. Product B’, for 
example, offers more of the two characteristics 
than product B and reflects a cheaper way of ob- 
taining the two characteristics. Its introduction 
to the market should therefore attract demand 
from the other products depending on com- 
petitors’ technology and cost structures (and, 
more generally, on their strategic behaviour in 
the face of a challenge). The amount of any in- 
crease in market share will also depend on con- 
sumers’ preferences (more strictly, on the elas- 
ticity of demand with respect to changes in 
characteristics ). | 

The reason for the increase in the market 
share of product B' is indicated by the new effi- 
ciency line AB'D in Fig. 1 which reflects the in- 
troduction of product B'. This new product wins 
a place on this line because it represents an effi- 
cient way of purchasing characteristics. Al- 
though it yields the same mix of characteristics 
as the old product B, the previously most effi- 
cient way of obtaining this particular bundle of 
the two characteristics, it offers more of these 
than did product B. If consumers can purchase 
mixtures of the products (by, perhaps, buying 
smaller versions of the products), the introduc- 
tion of product B! would mean that product C 
would no longer be purchased. 

Indeed, no combination of products on the 


previous efficiency line would now be purch- 
ased. Product divisibility means that a suitable 
combination of products B’ and D will yield 
more of each of the characteristics than were of- 
fered by product C. Mixtures of these two pro- 
ducts would place consumers on the B'D seg- 
ment of the new efficiency line. If the previous 
customers of product C wished to retain the 
proportion of the two characteristics offered by 
product C, they could purchase a mix of pro- 
ducts B' and D. Such a mixture, which is shown 
by the point C! in the figure, would yield the 
erstwhile consumers of product C more of both 
characteristics in the same proportions as previ- 
ously. Such switches between products repre- 
sent an efficiency effect as consumers seek to ful- 
fil their preferences in the most efficient way 
(Lancaster, 1966, p. 142). 

This process would redistribute C’s market 
share between the two products. As product B! is 
relatively cheaper than D, we would expect B's 
market share to increase more than would the 
market share of D, following the demise of pro- 
duct C (a substitution effect similar to that in 
conventional micro-economics where following 
a relative price change more of the now cheaper 
good will be consumed ). Similarly, the introduc- 
tion of product B' would also change the market 
share of product A and rule out all previous com- 
binations of other products involving output A, 
reflecting changes in the relative prices of the 
commodities. f 


. New technologies that allow additional com- 


binations of characteristics will yield new pro- 
ducts represented by lines to the left of A or the 
right of D in the figure — whether such products 
are worthwhile depends on the’ market share 
they would attract. Products which mimic the 


‘characteristics of existing products have to sell 


for no more than the price of these existing pro- 
ducts. Similarly, new products which offer com- 
binations of characteristics which combine or 
span the characteristics offered by existing pro- 
ducts must be priced so that they are no more 
expensive than the existing products which they 
span. In both cases the market shares of all such 
products will be indeterminate. This will be the 
case unless there are barriers to entry or entry 
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prevention devices which yield determinate 
results. 


Strategic implications 

The above analysis: seems to describe the way 
in which some Japanese companies determine 
their product strategy (Hasegawa, 1986, pp. 59— 
60). These companies are said to choose a bun- 
die of characteristics which is larger and richer 
than those offered by many competitors and 
then determine a price based on a target cost 
aimed to give them the desired market share. 
Cost savings are then targeted over time in order 
to ensure the sustainability of their characteris- 
tics and price strategies (Hiromoto, 1988, pp. 
23—24) and to increase their market share over 
time. 

Figure 1 indicates, however, that there is no 
need for a firm to match other competitors in 
terms of one characteristic believed to be do- 
minant to survive in the market. Thus, the cur- 
rent concern to maintain market share by match- 
ing the Japanese quality level may be misplaced 
when this is taken to be not lack of defects in the 
manufacture of consumer goods (which really 
refers to a method of organization yielding cost 
savings) but rather in terms of uses by the con- 
sumer. Though, of course, a lack of defects in 
manufacture is likely to be related to a low level 
of defects being experienced when the products 
are in the consumer’s hands, especially with in- 
termediate goods or parts. Substantial specializa- 
tion on one characteristic, say the quality of pro- 
duct operating performance, as is often 
suggested by commentators, moves the product 
towards, say, the vertical axis of Fig. 1 but does 
not necessarily increase market share. This 
depends on consumer preferences. To be sure of 
surviving, a firm must offer a different combina- 
tion of characteristics than any other firm unless 


demand for any combination cannot be met at 


minimum possible average cost by one firm or 
plant, thereby allowing more than one supplier 
to exist. Thus, costs, product characteristics and 
market strategies are seen to be highly in- 
tertwined. 

The presentation so. far has assumed that any 
size of each product could be obtained and 


could be combined with any other product. A 
familiar example from finance theory of the use 
of the above assumptions is the mean—variance 
model of portfolio theory, with average return 
and variance being the two relevant characteriz- 
tics (Hirshleifer, 1970). Where products are not 
divisible in this way, outputs which otherwise 
would be inefficient in terms of the mixture of 
characteristics they provide may well survive in 
the market. Where, for example, only products; 
A, B' C°'and D are available, all may obtain a mar- 
ket share, depending on consumer preferences. 


Characteristic | 





Characteristic 2 


Fig. 2. Superior and inferior bundles of characteristics. 


Figure 2, which looks more directly at con- 
sumet’s preferences, explains this. It reproduces 
a segment of Fig. 1 which contains C? and D. The 
lines through C° and D, by looking at only the 
characteristics offered, partition potential alter- 
native bundles to C° and D into categories, de- 
‘pending on whether they are superior or inferior 
to these products or whether the choice is inde- 
terminate. Those bundles which would be con- 
tained in the right hand quadrants above C? and 
D are superior to products C? and D respectively 
in terms of preferences. Bundles above and to 
the right of products C? and D offer more of both 
characteristics than C? and D respectively. Simi- 
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. larly, items below and to the left of the two pro- 
ducts are inferior in terms of the amount of the 
-two characteristics they offer. 

Products in the other two quadrants relating 
to products C° and D may be inferior or superior 
to these two products depending on consumer 
preferences. Firms may need to do market re- 
` search to ascertain the siting of their products in 
` this area. The line PQ through these two quad- 
rants relating to product D illustrates this. Pro- 
:' ducts to the left of this line (the indifference 
curve through product D ) would be regarded as 
inferior to product D. Those to the right would 
be ranked as superior to product D. 

Where -mixtures of products cannot be ob- 
tained, the firm supplying product C can survive 
if it yields a combination of characteristics de- 
sired by some consumers. However, such firms 
are unlikely to be able to resist enterprises that 
enter into their superior region, that is the area 
which lies to the right of a line like PQ in Fig. 2. 
This inability to resist entry arises because firms 
to the left of the efficiency line are charging a 
higher price for units of characteristics offered 
by firms on the efficiency line which are either 
. Charging less for the same technology or using a 
lower cost technology. It seems not unreasona- 
ble to assume that such entry will move the pro- 
ducts offered towards what would be the effi- 
ciency line assuming divisibility. Moreover, 
where firms are facing uncertain demand this 
means that in decision-making they have to act 
as if products are infinitely divisible because ex 
ante consumer demand is seen as likely to be 
spread between goods, reflecting the likelihood 


attached to the purchase of each of the goods 
and that any position on the efficiency frontier is 
therefore seen as attainable to each consumer. 
This, too, will compel firms to offer products 
which are on the efficiency line.’ 


Extensions 

The above approach can easily be expanded 
to include a larger number of products and a 
larger number of characteristics (Lancaster, 
1966, pp. 136-140). The presentation here is re- 
stricted to two characteristics to allow a simple 
graphical treatment. Expanding the number of 
characteristics allows other strategic problems 
to be treated. For example, the choice between 
producing a high quality and high priced pro- 
duct or a low quality and low priced product re- 
quires a comparison between a product offering 
a large number of characteristics with a product 
which yields but a few characteristics (Shaked & 
Sutton, 1986a). Vertical differentiation of this 
type requires that firms consider the choice of 
the consumer budget to be spent on a commod- 
ity prior to undertaking the above analysis. Such 
a consumer decision can be illustrated by mod- 
ifying Fig. 1, using a simplified example. Assume 
that the consumer’s choice is to buy a quantity of 
product A which is now assumed to be not very . 
rich in characteristics, shown by point A in the 
figure, or an amount of product BË which yields 
a fuller set of characteristics, shown by point B” 
in the figure. Ignoring price, product B" is 
clearly superior to product A. In contrast to the 
earlier assumptions, assume that a unit of pro- 
duct A lies on a lower budget line to a unit of pro- 


! In estimating their share of uncertain demand, firms will have to estimate the probability of cach consumer choosing their 
products. In a market with two products, demand will be shared amongst one or other of the products. The estimated demand 
by a consumer for product onc is found by multiplying the consumer’s total market demand by the believed probability that 
product one will be chosen. The demand for product two is similarly found by weighting this total demand by one less the 
probability that product one will be chosen (one or other product must be chosen). The total expected demand by a 
consumer is a weighted average of the consumer’s expected demand for the two products. From the perspective of a firm, 
the consumer’s demand is therefore given by Qc = P1Q1 + (1—P1)Q2, where Qc is the total quantity of the two products 
demanded by the consumer. The first term on the right is the expected demand for product one where P1 is the probability 
that output one will be chosen and Q1 is the amount of product one which would be demanded if the consumer spent all 
available resources on this product. The second term on the right yields the expected demand for product two. The 
probabilities assigned to consumer choices in this way may differ reflecting how tastes differ among consumers. Consumer 
choices represented in this way mean that consumers are seen by firms as choosing as if there were complete divisibility of 
products. Firms with products not onthe efficiency line will in decision-making therefore forecast that they will not obtain 
_ a market share because ex ante such products are a costly way of obtaining a given bundle of characteristics. 
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duct B". Here, the consumer’s problem is to 
choose the amount it is wished to spend on the 
product generally which may be expected to de- 
pend heavily on income (Shaked and Sutton, 
1986a, b). This choice requires a comparison of 
the incremental utility, if any, yielded by pro- 
duct B” relative to purchasing product A with 
the incremental cost of this product relative to 
product A. This decision is in the province of 


standard economic analysis. Competitive analy- 


sis of the type discussed earlier among similarly 
priced goods will still have to be undertaken 
however rich the bundle of characteristics of- 
fered by competitive outputs. 


Ibe implications of product attributes for 
` management accounting 
In order to survive in a conpetitive and hori- 
_ zontally differentiated market, a firm must offer a 
product which is not dominated by other pro- 
ducts. This means that it must offer the cheapest 
way for the consumer to obtain the bundle of 
characteristics being offered. For an existing 
product to maintain its market share, it must 
offer, at least, the same amount of one charac- 
teristic as would the products offered by any ac- 
tual or potential products and it must offer more 
of the other. Product D in Fig. 1, for example, 
yields the same amount of characteristic 1 as all 
the products lying along the line FD but yields 
more of the second characteristic. In a multi- 
characteristic setting, a product to survive must 
yield at least the same amount of each charac- 
teristic as its competitors unless it generates suf- 
ficient extra of one or more characteristics to 
offset the lower amount of one or more of the 
other characteristics it offers. 
_ These conditions must apply for all volumes of 
output, otherwise competitors can enter at a 
lower volume. Excluding barriers to entry and 
entry prevention strategies, these characteris- 
tics must stem from a technological advantage or 
advantages, which suggests that such benefits 
may be short-lived. 

This market orientation suggests that the ac- 
counting and finance function needs to be 
moved nearer the market and the organization 
structured so that this activity can work closely 


with functions with similar concerns. This sup- 
ports Child’s point that the organization needsto 
be restructured so that it can take advantage of 
external information and more easily distribute 
this around the firm (1987, p. 30). This would 
allow new strategies by competitors to be more 
quickly detected. Child also suggests that further 
organization restructuring is necessary to en- 
sure a sufficiently flexible response. 

Figure 1 indicates that cost advantages may 
dominate other technological advantages. This 
suggests that there is a need to involve accoun- . 
tants in decisions of this type by costing attri- 
butes and monitoring these costs over time. The 
introduction of cost saving technology- allows 
the producer of product B to move to product B' 
and to dominate a large number of other possi- 
ble combinations of the two attributes. Product 
B! dominates all those potential products in the 
rectangle OGB'H. This may understate the domi- 
nation allowed by product B' because this in- 
crease in the market share of the product may 
allow further cost reductions flowing from tak- 
ing advantage of any consequent economies of 
scale. Similarly, cost saving technology which al- 
lowed product B" to be produced would permit 
the firm supplying this output to dominate the 
whole market. Barriers to entry and entry pre- 
venting strategies would inhibit such a takeover 


of the whole market. 


This approach to market strategy would seem 
to give strong theoretical support to the funda- 
mental thrust of strategic management account- 
ing. The major emphasis of such an approach is ` 
that the firm needs to look beyond the firm to its 
market or markets. In order to site itself in a mar- 
ket for characteristics, the firm needs to estimate 
the market demand for the product being of- 
fered and the elasticity of demand to changes in 
product characteristics, in addition to the price 
elasticity for each characteristic. Demand esti- 
mates may be particularly important where the 
possibility of selling a more complex product for 
a higher price is considered. 

The firm should also determine and monitor 


the strategy of each rival firm and of potential 


competitors even-though they follow or will fol- 
low very differeht product differentiation strate- 
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gies to the firm. This is because any given pro- 
duct may be very sensitive to, at least, some 
changes in competitors’ strategies. This sensitiv- 
ity can be shown to depend very strongly on the 
number of characteristics, the assumed distribu- 
tion of products along the spectrum of con- 
sumer preferences and on the distribution of 
consumers across these products. Classically, a 
uniform distribution of consumers over pro- 
ducts comprised of two or three characteristics 
where the products are uniformly spread along 
the preference spectrum can be shown to mean 
that a given enterprise is only sensitive to the 
actions of firms on either side of it along the 
spectrum (Lancaster, 1979, chapter 3 ). Sensitiv- 
ity to rivals’ actions quickly becomes greater as 
these assumptions are relaxed. Archibald & 
Rosenbluth (1975) show, for example, that en- 
tertaining four or more characteristics means 
that in principle the average product might have 
a large number of direct competitors. Figure 1 il- 
lustrated this by showing that cost reductions in 
product B mean that product C was entirely 
erased from the market. However, extra market 
share was gained not only by the new output, 
product B’, but also by product D (to which no 
changes had been made). 

Each firm needs to determine the cost struc- 
tures and technologies used by all firms in the in- 
dustry. This illustrates yet again the indepen- 
dency between product characteristics and cost 
which strengthens the need for accountants to 
take a strategic approach to accounting informa- 
tion. Comprehensive information of this type is 
again necessary because of the sensitivity of mar- 
ket position to new strategies by competitors. 
- Data requirements of this sort may not be as dif- 
ficult to fulfil as might be expected. Competitive 
pressures will mean that many firms will use a 
common technology and have common cost 
structures. 

Each firm will also need to consider the sus- 
tainability of its product characteristic portfolio 
and gather information relevant to this. Sustaina- 
bility requires that each firm must continually 
monitor that it is able to offer a superior product 
relative to its actual and potential rivals. More- 
over, for a bundle of characteristics to be sustain- 


able, this combination must be producible at a 
cost no higher than any other firm or firms. This 
means that no other firm or set of firms, either in 
existence or which could come into existence, 
has technological advantages in the product of 
the sustainable firm’s commodity or com- 
modities. Such cost advantages must subsist for 
all possible volumes of the commodity that 
might be offered, otherwise competitors could 
enter at lower volumes. It is therefore necessary 
for each firm to know its own technology and 
that of all its actual or potential rivals. This again 
may not be as excessive an information require- 
ment as it might seem. It is likely that firms al- 
ready offering goods on the market are using the 
optimal technology. An existing firm seeking in- 
formation concerning the least cost technology 
available to actual and potential competitors 
therefore needs to consider its cost structure 
over the total range of possible output. The firm 
would still need to consider all costs outside its 
normal output range. The only other need is to 
monitor any new technologies which may be in- 
troduced. The costs of the most efficient poten- 
tial competitors using such technology must be 
monitored and used in the planning calculations 
and in performance appraisal. 

The above argument concerning the infornra- 
tion requirements for sustainable products gen- 
erally assumes that there are no barriers to entry 
and that the market structure does not allow the 
use of strategies to repulse entry (Salop, 1979; 
Dixit & Stiglitz, 1977), such as the threat of using 
predatory prices (Scherer, 1976). Firms will still 
have to adopt the approach suggested above 
where these assumptions do not apply because 
they will need to know whether their strategies 
are sustainable given any barriers to entry and 
entry deterrence strategies available to them. In 
this setting it would be necessary for the firm to 
collect information on the barriers to entry pos- 
sessed by all firms in the industry and the re- 
sponses of these firms to actual or potential com- 
petition. It will be suggested later that as many 
barriers to entry arise from cost advantages, this 
is another important role for accountants which 
has generally been overlooked in the literature. 
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COSTS IN COMPETTTIVE MARKETS 


The theory of contestable markets (Baumol et 
al., 1982) explores the implications for the in- 
dustrial structure of markets which have free 
and immediate entry with costless entry and 
exist and no instant response to entry. It seeks to 
demonstrate that in these conditions the fear of 
potential competition-will cause monopoly and 
oligopolistic industries to behave so that they 
only earn a normal rate of return. The implica- 
tions. of this theory for the regulation of indus- 
tries which are not fully contestable is very con- 
- troversial (see Shepherd, 1984). 

_ The theory of costs on which this approach is 
based is not, however, controversial (see the re- 
ferences given in Shepherd, 1984, p. 572, and 
Spence, 1983, pp. 983-986). This theory 
_ emerges from attempts to determine those prop- 
erties of cost structures which are required to 
make it possible for the price and quantity strate- 
gies of incumbent firms to be sustainable in the 
- face of potential competition (which here will 
be taken to include competition by firms already 
in the industry ). This is just the cost information 
required for firms either determining their 
strategy in the market or considering whether 
such a strategy is sustainable. The previous sec- 
tions emphasized the importance of costs in 
strategic decisions and indicated that product 
characteristic decisions could not be made with- 
out considering costs. 

The setting in this part of the article considers 
more explicitly the firm’s volume of output and 
explicitly allows this to vary with costs not being 
constant over the ranges of output. The theories 
to be reviewed are very complex. The aim of the 
present analysis is to indicate the underlying 
logic of the approach and to describe in an 
elementary way those elements of the approach 
which are likely to be important in strategic 
management accounting and, indeed, in man- 
agement accounting. No pretence at rigour is 
made. For a comprehensive exposition, see 
, Baumol et al. (1982), whilst for a general intro- 
duction, see Baumol (1982) and Sharkey 
(1982), especially chapters 4, 5 and 7. Manes et 
al. (1985) give a very good exposition from an 


accounting perspective. 

The presentation will start by looking at single 
product producers and will concentrate on cost 
conditions by assuming, in common with the lit- 
erature being followed, .that the enterprises 
being considered have already determined the 
optimal package of characteristics for their pro- 
ducts. This allows the presentation to be framed 
in terms of products rather than characteristics, 
though much of what is said about multi-pro- 
ducts applies to multi-characteristic products, 
unless the technology used requires that charac- 
teristics are produced jointly and in fixed prop- 
ortions. 


Single product producers 

The output and price strategy of a single pro- 
duct firm would be sustainable against competi- 
tion in a contestable market, if the incumbent 
firm could produce its output at a lower cost 
than could any competitor which sought to 
enter its market at any volume in a way which al- 
lowed this competitor to expect to cover its 
total costs. Any unique characteristics of its pro- 
duct would not defend the firm against entry 
because costless entry and exit are being as- 
sumed. The conditions for sustainability are 


“complicated and a single set of necessary and 


sufficient conditions are not available for a multi- 
product setting. 

An understanding oi cost sustainability is most 
easily approached by considering a monopoly 
supplier. Sustainability requires that a 
monopolist uses the most efficient technology 
(which is assumed to be available to all) and ex- 
periences economies of scale for all possible 
levels of output. These conditions ensure that no 
other firm can enter at any volume and produce 
at a lower cost. A more precise way of saying this 
is that the monopolist’s costs must be lower for 
each output than the costs if the same output 
were to have been produced by two or more 
firms. Cost functions having this characteristic 
are called subadditive (see Baumol et al., 1982, 
chapters 3 and 4). Scrictly, subadditivity goes 
beyond economies of scale because the condi- 
tion that’a monopolist can produce a given vol- 
ume cheaper than two or more other firms can 
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be met even in the face of decreasing returns to 
_ scale at some voluines. What cost subadditivy 
means for a single product firm producing a dif- 


ferentiated product is that the technology it is 


using must yield costs below the costs of poten- 
tial rivals for all outputs. Demand for the firm’s 
output must therefore be such to allow it to pro- 
duce at a lower cost than can its rivals, irrespec- 
tive of the volume they may plan to produce. 
That is, if competitors could produce at a lower 
cost than the incumbent for lower volumes, 
demand must be such that the incumbent can 
avoid such lower volumes and can produce at 
those higher volumes which give it a cost advan- 
tage. Cost and demand are again seen to be in- 
tertwined and must be considered together. A 
cost advantage at high volumes is of no advan- 
tage if market demands means that such volumes 
cannot be achieved. 

If potential rivals have access to lower cost 
technology, the incumbent firm’s existing price 
and quantity strategy will not be sustainable. In 
the context of a market for a single product with 
multi-characteristics and a number of suppliers, 
the firm’s marketshare may be sustainable if the 
firm possess a flat bottomed average cost struc- 
ture, over a range of output (before rising 
beyond this range ). This may be a sufficient cost 
condition for sustainability. This will be the case 
where actual or potential rivals experience grea- 
ter costs than the firm up to and including this 
range and demand is such that it can be met 
where average cost is constant. Additional plants 
or firms would be sustainable where demand is 
too great for a single firm to fulfil. 

' This result explains why more than one firm 
may exist in a market for a specific product. Free 
entry and the costless entry and exit assump- 
tions of the theory means that competitive pres- 
sure will cause each incumbent firm to produce 
that volume which it can produce at the lowest 
possible minimum average cost. More than one 
firm. or plant will therefore exist in the market 
where demand is greater than the minimum cost 
output for one firm. In this way, industry 
demand will therefore be met at the lowest cost. 

- ‘That the firm’s, survival depends on its costs 


being no higher than those of its rivals requires. 


for decision-making purposes that the firm 
should gather information to determine not only 
its own cost structure over all volumes, but also 
those of its rivals. An example of a firm having a 
relative cost advantage is given by the introduc- 
tion of product B' in Fig. 1. Here cost advantages 
mean that a supplier of product B' can enter the 
market at a lower cost than product B and com- 
pletely remove this product from the market. As 
indicated earlier, the introduction of product B! 
may also change the market share of other pro- 
ducts. This example illustrates and strengthens 
the earlier conclusions that firms need to collect 
not only cost information but also information 
about the industry’s demand curve and those 
faced by their rivals. A supplier with relatively 
low costs for some volumes will have a sustaina- 
ble market share only if it faces a sufficient 
demand to allow it to produce at those volumes 
for which it has relatively lower costs. 


Multt-products ‘ 

One of the major contributions of contestable 
market theory is to investigate costs for a multi- 
product firm in order to help determine when its 
price and quantity strategy is sustainable. Many 
of the findings here seem to be of general 
applicability and not confined just to contesta- 
ble markets, which many see as having very re- 
strictive application (Shepherd, 1984). There 
are a variety of definitions of products that are 
used in economics. Here a product is taken to be 
an item which has a clearly distinguishable 
demand. This definition is utilized because it 
allows the analysis of the earlier sections to be 
augmented by looking at cost in more detail. The 
cost theory presented here is much richer than 
that which was utilized above and that which is 


usually presented in the accounting literature. It 


can cope with a firm producing dissimilar pro- 
ducts, the costs of which are related in complex 
ways. 

The characteristics of multi-product cost 
structures and, indeed, of multi-characteristic 
products seem not to have been investigated in 
any detail in economics, though the antecedents 
are greater, perhaps, than some modern ac- 
counting critics allow. Without venturing back 


STRATEGIC MANAGEMENT ACCOUNTING | 39 


_ in time too far, see, for example, Lewis (1949), 


chapter 1 of which provides a very modern treat- | 


ment of overheads. Alchian (1959) directly ad- 
dresses modern concerns by considering how 
the length time of production runs and the total 
‘ volume to be produced may affect costs. A con- 
cern with the cost of multiple products is timely 
because one of the important characteristics of 
advanced manufacturing technology is the abil- 
ity to produce a number of products using the 
same manufacturing facilities. Similarly, ad- 
vances in information technology and manage- 
ment information systems mean that many pro- 
ducts and departments of the enterprise share 
information. Aspects of multi-product manufac- 
turing have recently been investigated in ac- 
counting by a number of authors such as Cooper 
& Kaplan (1987) and Foster & Horngren 
(1988). However, these studies seem to concen- 
trate on more accurately costing each batch of 
an individual product in the face of the assumed 
increased costs of greater product diversity. In 
contrast, the cost theory associated with the 
contestable market literature emphasizes the 
cost complementarity between products. It 
does this in order to determine the cost condi- 
tions which aid in obtaining sustainable price 
and output strategies. These conditions are simi- 
lar to but more complex than those for a one 
product firm. The first required cost condition 
for a multi-product firm to maintain sustainabil- 
ity is similar to that for economies of scale. The 
problem with multi-product output is how to 
measure the output of goods with dissimilar 
physical characteristics. This difficulty can be 
overcome by determining the behaviour of total 
or average cost as the volume of a mixture of 
products coniprised of a constant proportion of 
products is changed. The average cost for sucha 
mix of output shows how this cost varies as the 
volume of the constant mix of products is 
changed for a constant mixture of:multiple pro- 
ducts. The units used represent an arbitrary bun- 
dle of a particular mixture of outputs. This cost 
concept is called a ray average cost because it 
shows the behaviour of average cost along a line 
or ray representing a.cross-section of the cost 
surface as the volume of product units is in- 


= 


créased keeping the proportion of products con- 
stant. 





Volume of a constant mix of products 


Fig. 3. Muki-product costs. 


The behaviour of total cost and ray average 
cost is shown in Fig. 3. Costs are shown on the 
vertical axis and the volume of a constant mix- 
ture of outputs is shown on the horizontal axis. 
This type of average cost has the same relation 
with total cost as in conventional cost analysis. 
The average cost for any output is shown by the 
slope of a straight line from the origin intersèct- 
ing the total cost curve, such as OB and OT in the 
figure. OT shows the minimum average multiple 
product cost because the slope of OT is tangen- 
tial with the total cost curve. Economies and dis- 
economies of scale for multi-product output are 
defined in the normal way as the percentage rate 
of decline or increase in multi-product average 
cost with respect to the output of a constant pro- 
duct mix. Cost subaddivity can be defined gener- 
ally in the same way as for the single product 
case. The existence ofeconomies of scale.are not 
sufficient to guarantee that the firm’s market. 
cannot be’ entered by multi-product com- 
petitors organized in a different way. Such firms 
may be able to produce products at lower cost 
because of cost complementarities. Such com- 
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plementarities refer to economies of scope 
which result from the simultaneous production 
of several outputs by a single firm rather than by 
each product being separately produced by a 
specialist firm. 

Joint products provide one reason for expect- 
ing economies of scope. Perhaps of more in- 
terest to management accounting is the pre- 
sence of inputs which are readily shared in the 
production of several different outputs, such as 
many items which are usually regarded as over- 


heads, Common information systems and shared 


services, such as the personnel function, provide 
further examples. Porter, while addressing the 


' interrelations between the business units within 


an enterprise, regards such complementarities 
as crucial for obtaining competitive advantage 
(1985, part 3). Economies of scope depend very 
heavily on the enterprise’s organization struc- 
ture. A highly compartmentalized organization 
may find it difficult to obtain any of the benefits 
that may flow from economies of scope. Achiev- 
ing any such benefits requires a fine line to be 
drawn between centralization and decentraliza- 
tion (Lawrence & Lorsch, 1967). There is a re- 
quirement to trade off the greater flexibility 
from loose coupling and the economies of scope 
accruing from greater centralization. Accoun- 
tants with a strategic perspective may be able to 
help here by costing economies of scope. 

The effect of economies of scope are shown in. 
Fig. 4. The figure portrays what happens to costs 
in the presence of economies of scope for a 
given two product output level, that is where the 
total volume of the two products is held con- 
stant while the mix between the two products 
changes. The figure indicates cost behaviour as 
the product composition of the output is 
changed from concentrating entirely on one 
product to all of the other. Point X’ in the figure 
reflects the cost of producing only product X 
and point Y’ reflects the cost of manufacturing 
only. output Y. The costs of specialized produc- 
tion of the two ‘products are thus shown by 
points X’ and Y’. The curve X’Y’ shows how 
total cost changes as the output mix is varied 
with total volume being constant. There are 
clear economies of scope because the cost of 


producing a mixture of the two products is 
cheaper than specialized production. The figure 
is drawn so that producing half as much of each 
Y and X yields the minimum cost of production 
as shown by point M. The importance of this is 
that even if actual or potential competitors pos- 
sess greater economies of scale in single output 
production than the incumbent firm, such bene- 
fits may be offset by economies of joint produc- 
tion accruing to the incumbent firm. The results 
of such economies could leave the price and out- 
put strategy of the incumbent firm sustainable in 
the face of competition, at least in terms of cost. 


>< 


Total average cost as mix of output charges 


All product 
Y 


Fig. 4. Economics of scope. 


Another way of looking at economies of scope 
is to calculate the total cost for a given output of 
products on the assumption that one good is 
produced separately using the best method of 
specialized production without the benefits of 
being produced together with the other pro- 
ducts which still retain such benefits. There are 
economies of scope if the cost of producing the 
given output of the total portfolio of products to- 
gether is less than producing one product sepa- 
rately and the remainder together. 

Goods which do not benefit from cost com- 
plementarities but which show strong 
economies of scale when produced on their own 
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may be sustainable if such economies dominate 
any economies of scope possessed by potential 
rivals. Such a product gives the firm manufactur- 
ing it a clear competitive advantage. This 
assumes that the multi-products firms cannot re- 
structure so as to obtain such economics of 
scale. The indentification of such products and 
the collection of information about relevant cost 
structures in strategic management accounting 
may therefore be important to the firm. The 
maintenance of such advantages must be con- 
tinually monitored. The possession of the ability 
to easily replicate the portfolio of characteristics 
offered by competitors may also alleviate the ef- 
fects of any economies of scope offered by com- 
petitors. 

There is great controversy about the impor- 
tance of economies of scope. Porter implicitly 
dismisses them, saying that economists have not 
yet operationalized them nor yet determined 
the conditions that nullify them (1985, p. 328). 
He prefers to consider them as part of the inter- 
relationships between the business units making 
up an enterprise. Others believe that the 
economies of scope experienced by enterprises 
explain why firms exist. In a reasonably perfect 
market, multi-product firms would not exist if 
specialist firms could produce goods more 
cheaply (Panzar & Willig, 1981). Teece argues 
that the importance of economies of scope de- 
pends on whether enterprises are organized so 
as to more efficiently deal with cost inter- 
relationships than the market (1982). This 
makes the organizational structure of enter- 
prises of crucial significance and links account- 
ing very strongly with organizational matters. 
The need is for an organizational structure that 

-can encompass economies of scope and obtain 
their fruits in a more cost efficient way than 
using the market. In another paper, Teece 
(1980) identifies two conditions where 
economies of scope may require the existence 
of multi-product firms, relying in part on empiri- 
cal evidence from the oil industry. These condi- 
tions relate to the recurrent exchange of shared 
proprietary knowledge and where a specialized 
indivisible asset is used in common by a number 
of products. These are some of the conditions 


which accountants often observe in firms and 
are seeking to account for, often without a clear 
understanding of economies of scope. 

A summary of- the cost behaviour findings 
from contestable markets is given below, em- 
phasizing their implications for strategic. man- 
agement accounting. 


Cost bebaviour in competitive markets 

A firm needs to be able to assess a number of 
cost factors ifit is to expect that its cost structure 
will not militate against the sustainability of its 
price and output strategy. It must first determine 
whether it has greater economies of scale in 
multi-production than its rivals for all outputs 
and also whether it has any products which are 
better produced on their own. If it does not pos- 
sess either of these advantages, it needs to con- 
sider whether these disadvantages can be offset 
by any economies of scope it may possess in 
multi-product production over all volumes. Cost 
disadvantages can also be overcome where a un- 
ique product or products is offered which is pro- 
tected by some type of barrier restricting the 
ability of other enterprises to offer competitive 
products. 

Sustainability may not be guaranteed even 
where the rigorous cost conditions are met. This 
is because, as suggested earlier, demand condi- 
tions are also important. For example, demand 
must be sufficient for sustainable volumes to be 
achieved. This suggests that a strategic manage- 
ment accounting information system needs to 
encompass demand information and collect all 
the internal and external cost data discussed 
above if fully informed decisions are to be 
achieved. Elements of the theory of contestable 
markets would thus seem to yield considerable 
theoretical support for the ideas of strategic 
management accounting, especially its require- 
ment to look beyond the firm. 

Any manager or industrial accountant reading 
this section may well feel that the information 
required for decision-making when adopting 
this perspective on costs is far too burdensome. 
For the firm seeking to utilize this approach only 


for cost analysis, some relaxation of these infor-- 


mation requirements is possible where the as- 
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sumptions of contestable markets do not fully 
apply. If an incumbent firm does have the pro- 
tection of barriers to entry, then the cost condi- 
tions for sustainability become less important 
for the maintenance of its market strategies. In- 
cumbents possessing barriers to entry may not 
be so concerned with minor entry into their 
markets because such entry will not necessarily 
. Cause them to become unprofitable as it would 
with fully competitive markets. Even the pros- 
pect of larger scale entry may not be a cause of 
great concern because incumbent firms may 
practice or threaten to resort to entry prevent- 
ing strategies. Such relaxations of the assump- 
tions of contestable market theory will militate 
against the automatic regulation properties of 
the theory. They allow incumbent firms in- 
terested in sustainability in such conditions to 
avoid the need to scan the entire spans of the 
cost structures of either actual or potential ri- 
vals. They can rather restrict themselves to the 
relevant range of outputs where entry would 
cause the profits of the incumbent firm to be re- 
duced. However, additional information con- 
cerning entry conditions and entry prevention 
strategies in the industry will need to be col- 
lected by such firms if they are to maintain the 
sustainability of their strategies. 

The above analysis suggests that information 
about barriers to entry may be important to the 
firm’s strategy. The final part of the analysis pre- 
sented here therefore considers the information 
concerning barriers to entry that might com- 
prise part of strategic management accounting. 


BARRIERS TO ENTRY 


Although many barriers to entry are cost- 
based (Bain, 1956), the discipline of manage- 
ment accounting seems to entirely ignore them. 
Little, if any, mention of them can be found in ac- 
counting research or in management accounting 
textbooks. This may be due to the tendency, al- 
_ luded to earlier, of management accounting to 
focus on costs incurred by the enterprise. In 
contrast, the analysis of cost-based barriers by 


management accountants requires the adoption . 


of a- more external focus because these barriers 
to entry relate to favourable costs advantages 
possessed by the incumbent firm or firms rela- 
tive to potential entrants. Any lack of concern 
with barriers to entry in management account- 
ing may also be explained either by the per- 
ceived stability of these barriers from one period 


‘to another or by the view that they are strategic 


matters to be considered by top management. 
With this latter view, the provision of informa- 
tion concerning them would seem to fall within 
the area of strategic management accounting. 

Barriers to entry to a market have long been 
considered crucial determinants of industrial 
structure. Barriers to mobility between markets 
and to the exit from markets have been studied 
intensively more recently. Stigler (1968, chap- 
ter 10) and others have clarified the contribu- 
tion of cost structures to barriers to entry. 
Baumol et al. (1982) emphasize within the con- 
text of contestable markets the importance of 
costs in determining barriers to exit. The earlier 
analysis suggested that all types of barriers may 
be of importance in determining the feasible 
strategic behaviour of enterprises. Any protec- 
tion they may offer from competition will allow 
strategies which offer better than normal profits 
to be sustained against actual and potential com- 
petition. Their existence may allow some relax- 
tion of the rigorous conditions concerning costs 
which were argued above to be necessary for the 
sustainability of enterprise strategies. 

A comprehensive view of barriers to entry was 
taken by Bain (1965), who saw these as inhibi- 
tions on entry by rivals which allow incumbent 
firms to obtain monopoly profits. Bain saw these 
barriers as arising from four main sources, 
economies of scale, product differentiation, ab- 
solute cost advantages and capital requirements. 
His empirical work (1965, pp. 169-170) 
suggested that most of these sources of barriers 
were important to a number of industries and 
that aggregate barriers which arise from combi- 
nations of a number of these sources were of spe- 
cial importance. More recent suggestions for 
further sources of barriers to entry have in- 
cluded strategic pricing by incumbents, inten- 
sive research and development, the mainte- 


STRATEGIC MANAGEMENT ACCOUNTING 43 


nance of excess capacity, vertical integration 
and the existence of major sales networks. Ac- 
countants could have a role in providing infor- 
mation to enterprise management about these 
barriers, if only in measuring their costs. Little in 
the accounting literature in the past has 
suggested that accountants should report on 
these cost elements from the perspective of the 
competitive benefits that they provide to the en- 
terprise. 

More recent commentators have sought to 
narrow the range of items that may generate bar- 
riers by adopting a different definition of what 
comprises such a barrier (Stigler,' 1968; De- 
msetz, 1982; Baumol et al., 1982). With this 


view, “a barrier to entry may be defined as a cost. 


of producing (at some or every rate of output) 
which must be borne by a firm which seeks to 
enter an industry but is not borne by firms al- 
ready in the industry” (Stigler, 1968, p.67). This 
mode of definition avoids the difficulty of iden- 
tifying and measuring barriers by reference to 


their results in generating greater than normal 


profits. With this view, barriers to entry arise 
only where a potential entrant cannot match, by 
purchases on the market, the advantages of exist- 
ing firms. With this view, economies of scale or 
scope do not constitute barriers where new en- 
trants have access to the same technology as 
existing firms at the same prices. Any restriction 
- on entry is regarded as resulting from the size of. 
the market being too small to support additional 
firms when incumbent firms are producing at 
their average cost. Knowledge of how the 
spreading of fixed costs yield economies of scale 
is important in the determination of the cost sus- 
tainability of enterprise strategies but not in 
terms of barriers to entry. With this view of bar- 
riers to entry, the only barriers flowing from en- 
terprise cost structures are those resulting from 
absolute cost advantages (Demsetz, 1982, p.48). 
Such advantages arise from the “first mover” ad- 
vantages obtained by existing firms, such as 
where the cost of obtaining an identical technol- 
ogy to that of existing firms has increased or 
where potential entrants face licensing costs not 
imposed.on earlier entrants. Accountants may 


help in evaluating the strength of such barriers. 


by providing the relevent cost information for 
incumbent firms and that concerning potential 
competitors highlighting the source of such bar- 
riers. T 

A substantial contribution of Baumol et al. 
(1982, chapter 10) is to emphasize the role of 
sunk costs in creating absolute cost barriers. The 
economic concept of sunk costs differs from that 
usually used in management accounting where 
text books tend to equate these costs with past 
historical costs and warn that they should not be 
used in décision making (Horngren & Foster, 
1987, pp. 325—326). Sunk costs in economics 
are those which cannot be recouped in the mar- 
ket, that is where the factors or resources to 
which sunk costs relate have little or no oppor- 
tunity cost in the market. Sunk costs of this type 
are argued to constitute barriers to entry. The 
importance of sunk costs may be increasing 
because of factors such as the firm and locational 
specific nature of much of modern technology, 
the need to incur environmental’ protection 
costs at the time of installation and the increas- 
ing likelihood of decomissioning costs. Potential 
entrants to an industry in which production in- 
volves sunk costs have to incur these costs with- 


- Out any assurance of their recoupment. This un- 


certainty about recoupment arises because 
existing firms have already “sunk” these costs, 
either having paid them or committed them- 
selves to do so in the knowledge that the re- 
sources or factors obtained have little or no re- 
sale value. These costs can therefore be ex- 
pected not to figure in the decision making of 
existing firms. These firms will therefore be wil- 
ling to stay in the market provided that they can 
expect to cover their average variable costs. In 
contrast, new firms will enter the market only if 
they can expect to recover all costs, including 
those which incumbent firms regard as sunk. 
With this view, accountants should seek to 
provide information on sunk costs because of 
the strategic advantages they may bring to the 
enterprise which possess them. This really re- 
quires a continual study of fixed costs because 
any given fixed cost may be expected to have a 
sunk Component, at least over some short time 
petiod. Thus, ‘the role of sunk costs in terms of 
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generating barriers to entry increases the gen- 
eral importance accorded to information con- 
cerning fixed costs because of their importance 
in maintaining the sustainability of enterprise 
product market strategies. 


CONCLUSIONS 


It has been suggested that there may be a role 
for accountants in helping to provide informa- 
tion for strategic decision making and for the 
monitoring of strategies. It was argued that some 
of the information requirements of the two 
economic theories reviewed can be provided by 
accountants who adopt a strategic perspective. 
The first, which emphasizes the characteristics 
or attributes possessed by products, suggested 
that information about a number of demand and 
cost factors appertaining to the attributes pos- 
sessed by a firm’s products and those ofits actual 
and potential rivals was needed for optimal deci- 
sion making. Accountants may play a role here in 
costing the characteristics provided by goods 
and in monitoring and reporting on these costs 
regularly. Similarly, they may be involved in de- 
' termining the cost of any package of attributes 
which is being considered for introduction to 
the market. However, where a strategic per- 
spective is adopted by accountants, costs may 
have to be considered in the context of demand 
factors because of the likely interplay between 
costs and demand in determining successful 
strategic conduct when considering product at- 
tributes. | 

Contestable market theory was also argued to 
suggest that accountants might play an import- 


ant role in strategy formulation and in monitor- 
ing of such strategies. The enterprise’s cost 
structure relative to those of its actual and po- 
tential rivals was shown to be of the essence in 
assuring the substainability of the firm’s market 
Strategy. For a firm’s strategy to be substainable, 
it was shown to require that the enterprise pos- 
sessed cost advantages over its rivals and ex- 
pected to retain these advantages in the future. 
With this view, accountants should not restrict 
their attention to the cost structure of the firm 
for which they work. They, additionally, need to 
focus on the ‘cost structures of all firms in the 
market and those likely to enter the market. 
Again, it was suggested that accountants also 
need to consider demand factors if they are to 
help in decision making. The cost behaviour 
hypotheses entertained by this theory em- 
phasize the possible importance of economies of 
scope which were argued to be likely to aid ac- 
countants in understanding the implications for 
costs of new manufacturing technologies, 

Contestable market theory emphasizes the 
great importance of fixed costs in the firm’s cost 
structure and therefore in determining the sus- 
tainability of enterprise strategies. This provides 
important support for the concerns of practising 
accountants who seek to find reporting methods 
which. better reflect the economic effects of 
fixed costs. Finally, the importance of reporting 
sunk costs was suggested because of their possi- 
ble role in creating barriers to entry. 

The analysis presented in this article suggests 
that there may be strong theoretical reasons for 
urging the greater adoption of strategic manage- 
ment accounting. 


BIBLIOGRAPHY 


Alchian, A. A., Costs and Outputs, in Abramovitz, M. ef al (eds) The Allocation of Economic Resources pp. 


23—40 (Stanford: Stanford University Press, 1959). 


Allen, D., Strategic Financial Management, in Bromwich, M. and Hopwood, A. G. (eds) Research and 
Current Issues in Management Accounting (London: Pitman, 1986). 

Archibald, G. C. & Rosenbluth, G., The ‘New’ Theory af Consumer Demand and Monopolistic Competition, 
Quarterly Journal of Economics (February 1975) pp. 569—590. . 

Bain, J. S., Barriers to New Competition (Cambridge, MA: Harvard University Press, 1965). 


Par * 
k w . 
fs atte 

Th 


STRATEGIC MANAGEMENT ACCOUNTING 


Baumol, W. J., Contestable Markets: An uprising in the Theory of Industry Structures, American Economic 
Review (March 1982) pp. 1—15. 


Baumol, W. J., Panzar, J. C. & Willig, R. D., Conjestable Markets and the Theory of Industry Structure (San 


Diego: Harcourt Brace & Jovanovich, 1982; revised edition, 1988). . 

Berliner, C. & Brimson, J. (eds) Cost Management in Today's Advanced Manufacturing Environments; 
The CAM-I Conceptual Design (Boston: Harvard Business School Press, 1988). —_- 

Child, J., Information Technology, Organisations, The Response to Strategic Challenges, in Carroll, G. R. and 
Vogel, D. (eds) Organisational Approaches to Strategy pp. 29-46 (Cambridge, MA: Ballinger Publishing 
Co., 1987). 

Cooper, R. & Kaplan, R. S., How Cost Accounting Distorts Product Costs, in Burns, W. J. and Kaplan, R. S. 
(eds) Accounting and Management Field Study Perspectives (Boston: Harvard Business School Preas, 
1987). 

Demesctz, H., Barriers to Entry, American Economic Review (March 1982) pp. 47-57. 

Dixit, A. & Stiglitz, J. E., Monopotlistic Competition and Optimum Product Diversity, American Economic 
Review (Junc 1977) pp. 297—308. 

Foster, G. & Hocngren, C. T., Cost Accounting and Cost Management in a JIT Environment, Journal of Cost 
Management (Winter 1988) pp. 4-14. 


Govindarajan, V. & Shank, J: K., Making Strategy Explicit in Cost Analysis: A Case Study, Sloan Management — 


Review (Spring 1988) pp. 19°29. 

Hasegawa, K., Japartese-Style Management: An Insider's View (Tokyo: Kodansha, 1986). 

Haas, E. A., Breakthrough Manufacturing, Harvard Business Review (March-April 1987) pp. 75-81. 

Hiromoto, T. oare a a a a 
August 1988) pp. 22—26. 

Hirschicifer, J., Investment, Interest, and Capital (Englewood Cliffs, NJ: Prentice-Hall, 1970). 

Horngren, C. T. & Foster, G., Cost Accounting A Managerial Empbasts (Engiewood Cliffs, NJ: Prentice— 
Hall, 1987). 

Kaplan, R. S., Measuring Manufacturing Performance: A New Challenge for Managerial Accounting 
Research, Accounting Review (October 1983) pp. 686-705. 

: Lancaster, K. J., A New Approach to Consumer Theory Journal of Political Economy (April 1966) pp. 132- 
157. 

Lancaster, K. J., Variety, Equity and Efficiency: Product Variety in an Industrial Society (New York: 
Columbia University Press, 1979). 

Lawrence, P. R & Lorsch, J. W., Organisation and Environment Managing Differentiation and 
Integration (Cambridge, MA: Harvard University Press, 1967). 

Lewis, À, Overbead Costs: Some Essays in Economic Analysis (London: G. Allen & Unwin, 1949). 

Manes, R. P., Chen, K. C. W. & Greenberg, R., Economics of Scope, and Cost-Volume-Profit Analysis for the 
Multi-product Firm, Journal of Accounting Literature (1985) pp. 77—111. 

Panzar, J.C. & Willig, R D., a aa 
- (May 1981) pp. 258-272. 

Porter, M. E, Competitive Stratego: Techniques for Analyzing Industries and Competitors (New York: The 
Pree Press, 1980). 

Porter, M. E., Competitive Advantage: Creating and Sustaining Superior Performance (New York: The 

~ Free Press, 1985). 

Salop, S. C., Strategic Entry Deterrence, American Economic Review (May 1979) pp. 335-338. 

‘Scherer, F. M., Predatory Pricing and the Sherman Act: A Comment, Harvard Law Review, 89 (1976) pp. 
867-890. 

Schoenfeld, H. M., The Present-State of Performance Evaluation in Multi-national Companies, in Holzer, H. 
P. and Schoenfeld, H. M. (eds) Managerial Accounting and Analysis in Muiti-national Enterprises 
(Berlin: Walter de Gruyter & Co., 1986) pp. 217-251. 

Shaked, A. & Sutton, J., Natural Oligopolies, in Binmore, K. and Dasgupta, P. (cds ) Economic Organisations 
as Games (Oxford: Basil Bleckweil, 198628) pp. 107—124. 

Shaked, A. & Sutton, J., Relaxing Price Competition Through Product Differentiation, in Binmore, K. apd 
Dasgupta, P. (eds) Economic Organtsations as Games pp. 125—138. (Oxford: Basil Blackwell, 1986b). 

Sharkey, W. W., The Theory of Natural Monopoly (Cambridge: Cambridge University Press, 1962). 

goa G., Contestabllity vs Competition, American Economic Review (September 1984) pp. $572- 


amen Strategic Management Accounting, Management Accounting (April 1981) pp. 26-29. 


4$i 


MICHAEL BROMWICH 


Spence, M., Contestable Markets and Industry Structure: A Review Article, Journal of Economic Literature 
(September 1983) pp. 981-990. 

Stigler, G. J., The Organisation of Industry (Homewood, IL: Irwin, 1968). 

Teece, D. J., Economics of Scope and the Scope of the Enterprise, Journal of Economic Bebaviour and 
Organisation (September 1980) pp. 223-247. 

Teece, D. J., Towards an Economic Theory of the Multiproduct Firm, Journal of Economic Bebaviour and 
Organisation (March 1982) pp. 39-63. 


Accounting, Organizations and Soctety, Vol 15, No. 1/2, pp. 47—59, 1990. 


Printed in Great Britain 


0361—3682/90 $3.00+.00 
Pergamon Press pic 


DECIDING FOR RESPONSIBILITY AND LEGITIMATION: ALTERNATIVE 
INTERPRETATIONS OF ORGANIZATIONAL DECISION-MAKING* 


NILS BRUNSSON 
Stockbolm School of Economics 


Abstract 


Standard prescriptive theories of decision-making and the use of information for making decisions in organi- 
zations presume that decisions serve the purpose of choice. In this article it is argued that organizational i 
decisions sometimes play one or more of three other roles: mobilizing organizational action, distributing 
responsibility or providing légitimacy. Different roles imply different designs of decision processes, diffe- 
rent usages of information, different costs and different needs for making decisions at all. The degree of ra- 
tionality in decision processes tends to vary according to the roles adopted. High degrees of rationality can 
be interpreted as attempts to prevent action, evade responsibility or support organizational legitimacy in 


a compiex environment. 


Decision-making has long been an important 
field for research on organizations. Perhaps as a 
partial result of this, decisions are also an import- 


ant organizational activity: organizations often 


say that they make decisions and they sometimes 


behave roughly in accordance with what is de- 
scribed in decision theory: they look for alterna- 
tive future actions, they predict consequences, 
they compare consequences with preferences 
and they designate one alternative as the one de- 
cided. The contents of decision theories tend to 
vary depending on whether they are prescrip- 
tive or descriptive — descriptive theories typi- 
cally report less rationality in actual decision 
processes than what is recommended in pre- 
scriptive theories. However, standard decision 


theory, both prescriptive and descriptive, is’ 


based on a common assumption — that deci- 
sion-making and decisions serve the purpose of 
choice. Decisions have been described as 
choices and, organizational choice has been 
analysed by describing decisions. In the same 
tradition, accounting has been considered an im- 
portant source of information for decision-mak- 


ers whose sole purpose is to choose the best. 
action among a set of alternatives. 

Recent descriptive studies (Brunsson, 1982, 
1985) have questioned the empirical validity of — 
the equating of decision and choice and pointed 
at another role that organizational decisions 
sometimes play — the role of mobilizing organi- 
zational action, a role that requires less rational- 
ity than choice. But choice and mobilization are 
not the only roles of decision-making and deci- 
sions in organizations. In this article it will be 
argued that two additional roles exist — deci- 
sions may allocate responsibility and legitimacy 
to decision-makers and organizations. Consider- 
ation will also be given to how the different roles 
can explain the design of decision processes, the 
use of information and the number of decisions 
in organizations. 

One way of learning about the roles of deci- 
sion-making is to study organizations or organi- 
zational subunits. that have specialized in this 
activity. For some organizations, decision-mak- 
ing constitutes one of their most time-consum- 
ing and most important activities, and.decisions 


"The author is grateful for comments by John Meyer on drafts of this article. 
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one of their most important outputs. Such or- 
ganizations can be named decision-oriented: 
examples can be found among parliaments, 
councils, governments and boards. The discus- 
sion in this article is based on empirical studies 
of decision processes in such organizations: in 
local governments, national governments and 
company boards. The eight decision processes 
studied were all long and complicated. They 
concerned city budgets, investments and disin- 
vestments, and governmental programs. Ata first 
glance they all could be interpreted as dealing 
with choice — preferences, alternatives and 
consequences were discussed and they led to 
the presentation of one alternative as the one 
chosen. Intense studies of the processes and the 
decision-makers’ arguments led to other in- 
terpretations, however; the details of the deci- 
sion processes revealed them as dealing with 
mobilization, responsibility allocation and legiti- 
mation rather than or in addition to choice. 


DECISIONS AS CHOICES OR MOBILIZERS 
The standard assumption that the purpose and 


main result of decision-making is choice is com- 
posed ofa series of minor assumptions. The deci- 


sion-makers are assumed to search for the best 


action among several alternatives. Decision- 
making can be described as problem-solving 


where the problem is constituted by the exis- 


tence of more than one action alternative. The 
basic uncertainty thus relates to the alternatives. 


Normative decision theory prescribes how this 


problem should be solved by following the rules 
of rational decision-making: by establishing a 
preference function, listing all possible alterna- 
tives, describing all relevant consequences and 
comparing them with the preference function. 
In practice, the problem may be more difficult, 
since the decision-makers may be uncertain or 
lack information not only about which alterna- 
tives there are and about the consequences or 
the preferences. Some aspects of these compli- 
cations are handled by normative theories, but 
not all, and this may be one reason why actual 


decision-makers do not always follow the norms 


of rationality. Most decision-makers lack capac- 
ity or competence for the complicated informa- 
tion processing that rational decision-making re- 


‘quires (March & Simon, 1958; Huysmans, 1970; 


Kahneman & Tversky, 1973; Nisbett & Ross, 
1982). Alternatively, decision-makers, problems 
solutions and choice opportunities may interact 
randomly, producing a certain randomness in 


‘choices of alternatives (Cohen et al., 1972). 


Such explanations of deviations from the ra- 
tional norms imply that even if the deviations are 
common, they do not undermine the norms 
themselves. If the purpose of the decision-mak- 
ing is to choose the best alternative, there is no 
teason for not trying to adhere to the rational 
norms, although it is not possible always to suc- 
ceed. Deviations are not functional 

This is different from theories in which deci- 
3ions are seen as ways of finding out the choice 
prerequisites rather than the other way round. 
Decisions may also forego the recognition of 
preferences or consequences; we may decide in 
prder to find or develop our preferences 
(March, 1976) and we may decide and imple- 
ment the decision to find out what conse- 
quences are attached to one alternative. There- 
fore, instead of waiting for uncertainty to be dis- 
solved before the decision, the decision can be 
used for dissolving uncertainty. But sometimes 
decisions may not be connected to choice or the 
choice prerequisites at all. 

Organizations have more problems than 
choice. Another fundamental organizational 
problem is to achieve co-ordinated, collective 
action. It has been argued that decision-making 
and decisions are sometimes used for solving 
that problem, and that this affects the design of 
the decision process (Brunsson, 1982, 1985). In 
order to mobilize organizational action, it is im- 
portant to secure commitment from presumed 
actors. Commitment links the actor to the action 
in advance, it is a kind of promise of personal 
support to an action; committed actors can be 
supposed to contribute to the organizational 
action. Decision-making may be used as a way of 
forming commitments, both directly and indi- 
rectly. Decision processes can be instruments 
for the participants to express their commit- 
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ment to the action decided on. They can also be 
used to create motivations and expectations for 
. an action, strong enough for making actors be- 
come willing to commit themselves to the 
action. 

Decision processes oriented to commitment 
building deal with uncertainty as to actors rather 
- than uncertainty as to alternatives. This has im- 
plications for the design of the decision process 
(Brunsson, 1982). The formation of commit- 
ment is facilitated by decision processes that sys- 
tematically do not follow the norms of rational 
decision-making. Decision processes that deal 
with few or just one alternative and a biased set 
of positive consequences for one alternative ex- 
press the decision-makers’ commitment to the 

action alternative considered. The limitation to 
one or a few alternatives and to a biased set of 
consequences is facilitated if preferences are 
adapted to the alternatives rather than the other 
way round. The last step in the decision process, 
the formal designation of one alternative, is also 
important for expressing the commitment of the 
participants: So the involvement of the actors in 
a decision process following norms of irrational- 
ity is one instrument of expressing commitment. 
Decision processes following the rational 
norms, where the decision-makers describe sev- 
eral alternatives and both pros and cons with 
each alternative, can easily be used for avoiding 
commitment to any one action alternative. 
Irrational decision processes can also make 
presumptive actors willing to commit them- 
selves regardless of whether they are involved in 
the decision process or not. It has been argued 
that their commitment is dependent on their 
motivation and expectations. If the actors be- 
lieve that the action is a good one and if they ex- 
pect it to be carried out by the organization they 
are more apt to commit themselves to the action 
than if motivations and expectations do not exist 
(Brunsson, 1985). Strong motivations and ex- 
pectations for a specific action are enhanced by 
irrational decision processes which glorify one 


action and clearly designate it as materializing. — 


Rational and irrational decision processes 
have different needs for information. The ration- 
al model is greedy for data. It deals with many 


action alternatives and many consequences. The 
task is to predict the effects of different alterna- 
tives on predetermined goals. When these goals 
are very abstract, such as the goals of profitabil- .. 
ity or return on investment, a large number of di- 
verse factors have to be predicted, as prescrip- 
tive models for investment calculation de- 
monstrate. It is easy. to see that fine-grained ac- 
counting data describing past performance can 
pe big nae Or making suc pcos 
in a realistic way. 

Irrational decision processes use fewer alter- 
natives and thus less data. Since objectives are 
adapted to alternatives and data and not vice 
versa, there is less need for extensive informa- 
tion search. The data used are systematically 
biased towards favouring the action one is going 


'to undertake. So not only is there less need for all 


the data that can be found in the accounting sys- 
tem, but also the presentation of unbiased ac- 
counting data may threaten the process, driving 
it towards more rationality. If accouting data are 
used at all, they should be used in a biased way 


‘and simple measures should be preferred to 


more complicated ones (Swieringa & Weick, 
1987). 
The rational process expresses a predictive 


‘attitude towards the future, while the irrational 
process is closer to planning than prediction, 


closer to the task of determining what shall hap- 
pen than to the task of guessing what will hap- 
pen. When results are planned, information 
about the past is less relevant than when the task 
is prediction — the very purpose of the plan may 
be to change the results. The degree of rational- 
ity is an important determinant of to what extent 
and how accounting data can be used. In the fol- 
lowing sections consideration is given to how 
the degree of rationality varies not only with the 


‘roles of choice versus mobilization but also with 


other roles.. 

The interpretations of decisions as choices 
and mobilizers both give the decision-makers an 
attractive role. They are supposed to affect the 
decision and subsequent actions. But when 
these are realized, there is nothing left with the 
decision-maker. This is often too rosy a picture 
of the role of decision-makers in practice, as will 


50 NILS BRUNSSON 


_ be described in the next section. 


DECISION-MAKING AS RESPONSIBILITY 
ALLOCATION 


Uncertainty may not only be connected to 
alternatives and actors, it may also concern deci- 
sion-makers. Decision processes.are sometimes 
used for handling that uncertainty, for clearly 
pointing out who are the decision-makers. This 
is the case when the decision processes are used 
for allocating responsibility. 

Responsibility is a concept with several con- 
notations, all describing a perceived relation 
between human beings and actions (Edwards, 
1969; Spiro, 1969). One connotation has to do 
with the attribution of causes. If a person is per- 
ceived as being the cause of an event, he or she 
is considered responsible for it. This definition 
of responsibility is fundamental in law where it is 
closely connected to the concept of culpa and 
guilt and used as a basis for discussions of punish- 
ment (Ross, 1975; French, 1984). The causal de- 
finition of responsibility is also important in 
moral philosophy and can be argued to be the 
basis of other connotations, such as the that of 
duty or obligation (Helkama, 1981). In both 
western law and western moral philosophy 


since Aristotle responsibility has been consi- 


dered to be dependent on the existence of vol- 
untariness — only a pers§n who actually wants 
to pursue an action is causing it; if the actor is 
forced by other people or things or the actions 
are just by chance, he or she is not causing them 
and therefore is not considered to be responsi- 
. ble. The question of voluntariness was already 
viewed by Aristotle in terms of choice. Actions at 
least look like voluntary ones if “at the time they 
are performed they are the result of a deliberate 
choice between akernatives” (Aristotle, Book 3, 
Chap. 1). Later it has been argued that the exis- 
tence of free will and self-identity through time 
` are additional requirements for responsibility, 
but the basic connection of voluntarity and 
choice to responsibility have been com- 
monplace in philosophic discussions into our 
time (Edwards, 1969). 


Psychological experiments under the label of 
attribution theory demonstrate no dramatic dif- 
ferences between the basic rules of moral 
philosophers and the rules laypersons use for de- 
signating persons as causing actions (Kelley, 
1972). Researchers have identified causes with 
responsibility to the extent that most empirical 
studies have not differentiated between the at- 
tribution of causes and the attribution of respon- 
sibility. However, the results still indicate that 
laypersons have the same basic tendency as 
philosophers and legal experts to relate causes 
and responsibility (Fincham & Jaspers, 1980). It 
seems safe to assume that causal attribution is an 
important condition for responsibility allocation 
in practice although it may not always be suffi- 
cient. 

In classical administrative theory the connec- 
tion between power or authority and responsi- 
bility was considered to be a strong one: “where- 
soever authority is exercised responsibility 
arises” (Fayol, 1949). Authority at high hierar- 
chical levels is a means for individuals at lower 
levels to reduce their responsibility for their 
actions (Barnard, 1938, p. 170), and the 
authority of higher levels is accepted fust 
because it gives rise to responsibility (Simon, 
1965, ch. 7). 

To sum up, responsibility is given to individu- 
als who are observed (by themselves or others) 
to have affected events (or just their own 
actions ) by having freely chosen and carried out 
one of several possible actions or inactions. 
People hold others responsible if they believe 
that they have made decisions influencing 
events and if they think of these decisions as 
choices. But such beliefs are not necessarily 
shared — the influence on events as perceived 
by the decision-makers may not be equivalent to 
the influence as perceived by the observers; ex- 
perimental research on attribution has de- 
monstrated that there may even be some sys- 
tematic perceptual differences between these 
groups (Jones & Nisbett, 1971). Also, actors can 
actively influence others’ perceptions of their 
responsibility by dramatizing their choices to a 
different extent. By making decisions which 
look like choices and displaying them for obser- 


ALTERNATIVE INTERPRETATIONS OF DECISION-MAKING 51 


vers, individuals or groups are able to acquire re- 
sponsibility; by avoiding such decisions they can 
avoid responsibility. 

This points to an important role for standard 
decision theory: by describing decision-making 
as procedures for choice, standard decision 
theory puts responsibility on the decision-mak- 
ers. Since they have made a choice they must 
have had several alternative actions to choose 
from. By choosing one, they have established 
themselves as at least one important cause of 
that action. Therefore, whenever the standard 
theoretical conception of decision-making as 
choice is used for understanding actual decision- 
making, it tends to allocate responsibility to the 
decision-makers, When the ideas and ideals of 
standard decision theory are spread, it makes de- 
cisions produce responsibility. 

There is, therefore, a paradoxical relation be- 
tween the choice and the responsibility in- 

terpretations of decision-making: decision-mak- 
ing can work as a responsibility allocator only if 
observers perceive it as dealing with choice. The 
responsibility paradox may be one important 
reason why the choice interpretation of deci- 
sion-making is popular — it is useful for produc- 
ing both choice and responsibility. - 

The role of responsibility allocation has impli- 
cations for the design of the decision process. If 
the decision process is to designate who is caus- 
ing an action, it must clearly point out some per- 
sons. This means that the decision process as 
well as the decision-makers must be highly visi- 
ble. The visibility of the final decision where the 
action to be realized is pointed out, is particu- 
larly important. Organizations often use specific 
procedures for making these final decisions 
which stress visibility, such as formal meetings 
with minutes telling what decisions were made 
by whom. Voting can be used not only as a way 
of finding out which alternative is preferred by 
most decision-makers but also for demonstrat- 
ing exactly who is making the decision. Entering 
of reservations can serve the same purpose. The 
prominence of formal decisions is in sharp con- 


trast to what can be expected from decision- : 


making which serves the purpose of choice only; 
such decisions can be very difficult to observe — 


the discussions of alternatives sometimes trans- 
form into actions without any decision meeting 
or statement (Danielsson & Malmberg, 1979). 

If the decision process is to work as a responsi- 
bility allocator, it must also clearly establish the 
decision-makers as causes, It needs to produce 
the perception that the decision-makers have 
made a choice between two or more alterna- 
tives, and that they made the choice themselves 
and are personally and strongly connected to the 
alternative realized. The decision process must 
give the impression that a choice has been made 
but the procedure may well look irrational: the 
decision-makers’ personal connection to the 
action to be realized is increased the more they 
stress their preference for it. This can be done by 
focusing on positive consequences only and by 
inventing general goals and values that fit the 
action. 

Responsibility can also be established by argu- 
ments. Decision-makers can claim not only that 
they were among those who made a decision but 
also that they had influence on what was de- 
cided, that they actually made a choice. Their re- 
sponsibility can also be reinforced by arguments 
— such arguments stress that it is the decision- 
makers’ own values, beliefs and perceptions that 
determine the decision and that determining 
values, beliefs and perceptions are not objective, 
automatic or controlled by others. 

All these methods can be used in reverse if 
decision-makers do not want responsibility. 
They can use rational decision procedures, Ra- 
tional decision procedures easily produce un- 
certainty at the same time, as they can be used 
for demonstrating that uncertainty in public; in 
this way the decision-makers can demonstrate 
that they are not strongly attached to the alterna- 
tive decided upon and that the choice of one al- 
ternative is the result of logical —- and therefore 
objective and impersonal —— reasoning out from 
general goals and values. If these goals and values 
can be argued to be shared by many people the 
decision-makers’ attachment is further reduced. 
At the extreme, decision-makers may reduce 
their responsibility by substituting formal cal- 
culative models and computer programs for 
their own reasoning, thus demonstrating. that 
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they did not choose but the model or computer 
did (Brunsson & Malmer, 1978). 
Decision-makers may also evade responsibil- 


_ ity by making the decision or their roles as deci- 


sion-makers less visible, for instance by avoiding 
a formal decision ritual. They may evade respon- 
sibility by claiming that they were not participat- 
ing in the decision; they may point out that they 
formed a minority, voted against the decision or 


try to show that they had no choice, that there 


was just one possible alternative. Even without 
‘using impersonal rationalistic models they can 


argue that they did not influence the decision, 


that they were compelled by external forces. 
Studies of city budgeting in economic stagnation 


(Brunsson & Rombach, 1982) give rich. 


examples of this technique. 

City budgeting is a highly visible decision pro- 
cess and a budget decision equally highly visible. 
Leading politicians are clearly pointed out as the 
decision-makers. In periods of strong growth, 
the resulting responsibility may be a relatively 
light burden but when cut-backs have to be 
made it might be both wise and attractive to try 
to avoid responsibility, both for “guardians” and 
“spenders” in Wildavsky’s (1975) terms. In the 
cities studied, the leading politicians who played 
the role of the guardians of the treasury thought 


that cut-backs of money for different services 
were necessary for over-all economic reasons, 


but they did not want te be responsible for such 
cut-backs. One strategy was to avoid making in- 
dividual cut-back decisions. They tried to dele- 
| gate cut-back decisions to lower levels, to the 
spenders, those who asked and argued for moncy 
for their departments. For instance, the guardians 
asked every department to reduce its expenses 
by a certain percentage per year without giving 
any advice on exactly how this should be done. 
The guardians argued that the reductions should 


be made by minor changes in service levels and: 


normally decided by managers at lower levels. 
By making the reduction percentage equal for 
everybody, the guardians even avoided making 
an active choice of how much cach department 
had to cut down. The counter strategy from the 


spenders was to argue that minor reforms were 
impossible or unreasonable, and instead they 
proposed cut-backs that meant the closing down 


‘of whole offices or programs. Important deci- 


sions such as discontinuing services were nor- 


-mally mdde by the top, Le. the guardians. The 


spenders hoped (as it appeared, correctly) that 
the guardiaris would not make discontinuing de- 
cisions, since such decisions would give the 
guardians too much responsibility for strongly 
negative and highly visible actions. 

Thus, what decisions were proposed and 
made was influenced not only by the decision- 
makers’ preferenges but also by the responsibil- 
ity allocation effects of different decisions. In ad- 
dition, responsibility was allocated by argu- 
ments describing decisions as choices or not. 
The guardians described their situation as one of 
no choice — they were forced by economic 
facts or the national government to cut down, 
they did not want it themselves. By just tranfer- 
ing the figure of necessary expense reductions 
to all departments equally, they argued that they 
made no choice as to the distribution of cut- 
backs over departments. The spenders argued 
that even if there were externally determined 
necessities, the guardians had made a choice 
when they decided to cut down on a specific de- 
partment — they could have chosen other dis- 
tributions than the equal one. The spenders’ ar- 
guments had the purpose of demonstrating that 
the guardians were making or intending to make 
decisions, involving choices, on highly negative 
actions and they tried to make these decisions 
highly visible. 

The amount of responsibility residing with 
total number of decision-makers —- it may be di- 
luted to different extents. The greater the num- 
-ber of decision-makers who have responsibility 
for an action, the less is the share of each deci- 
sion-maker. If there is only one decision-maker, 
he or she carries all the responsibility but if 
everyone is responsible, no one is: in public re- 
ferenda, to take an extreme, the vote of one indi- 
vidual normally does not change the majority, so 
there is no individual who is responsible, only 
more abstract entities such as the majority or the 
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electorate. Responsibility can also be diluted 
over time; by splitting up one major decision 
into a series of minor ones, the amount of re- 
sponsibility for each decision is reduced. 

One of Sweden’s largest industrial invest- 
ments in the last decade was decided upon by a 
process involving strong responsibility dilution 
over both organization and time (Brunsson, 
1983). Due to its heavy financial needs it had to 
pass through one company board, one corporate 
board, the national government and the parlia- 


ment. In addition, the decision was divided into - 


a series of subsections, each one concerning 
further investigations or investments involving 
relatively minor costs or expressed in condi- 
tional form (such as “we accept if others do”). 
Each decision-making unit then made several de- 


cisions at different points in time. The responsi- 


bility for each such small decision was easier to 
. accept than the responsibility for the decision to 
make the whole investment. There was no single 
decision to make the investment. 

Thus the investment could be made, although 


almost all the decision-makers were very scepti-. 


cal or even negative about it. The investment 
turned out to be an economic disaster but after- 
wards neither those involved nor external ob- 
servers were able to point to anyone having any 
considerable responsibility for it. 


IMPLICATIONS FOR DECISION-MAKERS 


In the choice and action perspectives the 
decision-makers are given the attractive role of 
affecting future actions without being affected 
themselves. The vast propagation of the theory 
of choice can be assumed to have increased the 
popularity of decision-making positions and pro- 
cesses. However, when consideration is given to 
the fact that decisions tend to affect the decision- 
makers by making them responsible, the deci- 
sion-maker’s role appears a less attractive one. 
When the success of the action to be decided on 
is uncertain, responsibility may be perceived as 
a negative quality of decisions. Whenever deci- 
sion-makers consider the balance of influence 
. On actions and responsibility for them to be un- 


fair, they have incentives to try to change the ba- 
lance or to leave their roles. The responsibility 
aspect sometimes explains why individuals or 
groups refrain from participating in decision- 
making. But decision-oriented organizations can 
seldom avoid decisions — they are expected to 
make some — and so they easily become respon- 
sible. 

For the governments and boards studied, the 
responsibility aspect seemed to be more import- 
ant than the choice aspect. This was evident in 
the city budgeting case where responsibility was 
avoided by affecting the content of the budget. 
Many indicators suggest that responsibility 
rather than choice was the normal result of the 
decisions made by the organizations studied. 
Most of their decisions were made highly visible 
by a series of techniques: the decision-makers 
made clear that they made decisions and what 
these were, minutes where the decisions were 
listed were prepared and in the governments’ 
case information about decisions was actively 
spread among the public by these protocols, by 
opening meetings to the public or by other chan- 
nels. By voting or reservations it was made clear 
who made the decisions. The decisions were 
preceded by processes through which they ap- 
peared as choices — discussions of problems, 
preferences, alternatives and consequences. Ex- 
ternal observers such as the press or people af- 
fected by the decisions described the decision- 
makers as influential — the decision-makers 
were supposed to have influenced the content of 
the decision, at least as long as they belonged to 
the majority. But the organizations concentrated 
on making the final decision; other parts of the 
decision proccess was delegated to others. Ex- . 
perts, administrators or special committees in- 
vestigated preferences, alternatives and conse- 
quences and the same or other groups were to 
implement the decisions. The important choices 
were normally made before the issue reached 
the decision-makers or the alternatives were for- 
mulated in a way that made the choice obvious 
-— for instance one and only one alternative fit- 
ted the majority. Other studies of similar organi- 
zations demonstrate that choices can be made 
after the decision, for instance when decisions 
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are formulated so vaguely as to permit a wide 
array of subsequent actions (Baier et al., 1986). 

These observations are not unique. There is 
ample research showing that boards and coun- 
cils making formal decisions often have little in- 
fluence on the decisions’ content — this ‘has 
been determined. during the preparation of the 
decisions by experts (Brunsson & Jönsson, 
1979). In spite of this fact, mernbers of boards 
and councils seldom officially complain that 
they lack influence. In the organizations studied 
no decision-maker tried to alter the public pic- 
ture of them as influential, even though some of 
them complained about their lack of influence in 
private discussions with the author. 

Even if the decisions are not influencing the 
choice of alternatives to any important extent, 


they are publicly presented as both aiming at and 
resulting in choices. Any glance at management 
or political science textbooks reveals that deci- 
sion-oriented organizations are expected to 
make choices and exert influence. This discre- 


pancy between presentation and actual be- . 


haviour can be explained by the responsibility 
paradox: if you claim influence, you will get re- 
sponsibility. Decision-makers and decision-mak- 
ing units who are anxious to fill their role as re- 
sponsibility acceptors must argue that they had 
influence on the choice. Those who argue that 
they had no influence actually communicate 
that they did not cause the action decided and 


thus have no responsibility for it. Whatever their’ 


actual influence, decision-makers must be consi- 
dered influential if they are to be responsible. 
Participation in decision-making processes is 


supposed to give influence. Giving organizations- 


the power to make decisions is to give them the 
ability to absorb responsibility. The choice per- 
spective is used as an argument for employees’ 
participation in decision-making processes 
oriented towards the achievement of industrial 
democracy or for politicians’ decision-making in 
political democracies; the purpose of the politi- 
cians’ role as decision-makers or the unions’ par- 
ticipation in management decisions is often de- 
scribed as being to give these groups influence 
_on what actions are chosen. The responsibility 
aspect of decision-making makes it equally possi- 


ble to interpret these appointments as attempts 
to place responsibility on the group in question, 
for instance giving unions responsibility for 
necessary restructurings of industries and 
thereby smoothing their completion. 

By making some organizations, groups or indi- 
viduals absorb responsibility, the responsibility 
of others can be reduced or deleted, and the de- 
cision-makers become potential scapegoats or 
heroes. Decisions can thus serve as instruments 
for control; they make clear to whom should be 


given rewards or punishments and this can be 


used for influencing people’s decisions. When 
their decisions affect actions, for instance by 
choosing them, action can be controlled in this 
way. The notion of a fair balance between re- 
sponsibility and influence is important also for 
controllers; if decision-makers are not influen- 
tial, the control of decision-makers is futile and if 
influential people are not decision-makers and 
thereby responsible, they may be difficult to 
control. 


IMPLICATIONS FOR ACTION 


Responsibility provides a link between 
actions and decision-makers. It not only affects 
the decision-maker but also the actions. Actions 
may be affected by being given legitimacy: by 
making decisions and accepting responsibility 
decision-makers with a high degree of personal 
or role legitimacy provide actions with legiti- 
macy. For example, politicians decide on many 
actions of administrating subunits, thereby mak- 
ing them socially legitimate. Such legitimation is 
important if highly controversial actions are to 
be completed. By making the decision and stick- 
ing to it in spite of criticism and protests from 
the environment, the politicians protect the ad- 
ministration and its action from the turbulence 
of the environment, for instance from changes in 


social values and factual conditions. This is par- _ 


ticularly important for actions that are long-term 
and difficult to change once started. Local politi- 
cians have argued that having a'tough skin is one 
of their most important qualities (Brunsson & 
Jönsson, 1979). 


ALTERNATIVE INTERPRETATIONS OF DECISION-MAKING 55 


Decisions may also provide evénts with mean- 
ing. By allocating responsibility, decisions meet 
the need of human beings to explain why things 
` happen, a need which is fundamental for man- 

‘kind (Geertz, 1973). In western secularized cul- 
ture it is important to establish people rather 
than nature, chance or God as causes of events. 
This is exactly what decisions do. This can ex- 
plain why decisions are sometimes made about 
`- events that the decision-makers cannot possibly 
influence, for instance when governments make 
decisions about. unsolvable problems such as 
drug abuse or business cycles. In traditional Afri- 
can societies witchcraft and “witch-detectives” 
are used for exaggerating the responsibility of 
persons for unfortunate events (Gluckman, 
1972). In western societies politics and politi- 
cians may play a similar role. 

The responsibility results of decisions can be 
used for linking the organization to parts of its 
environment. Organizations may decide about 
events and actions in their environment, thereby 
accepting responsibility for them. Western 
national governments have been observed to 
deal with more and more societal issues. Their 
main way of dealing with the issues is to make 
decisions — about payments of money, about re- 
sources to public administration units or about 
laws. By these decisions they may not only be- 
come responsible for the actions of the public 
sector but also for the results of these actions 
and thereby for what happens in the environ- 
ment. If organizations decide about areas which 
are generally perceived favourably — or that be- 
come favourable due to the organizations’ 
actions — they may gain legitimacy; govern- 
ments spending money in prospering industries 
demonstrate that they are responsible for suc- 
cess. If organizations decide about areas which 
are perceived as negative in spite of the actions 
they decide on, they may transfer some of their 
legitimacy to the area. A national government 
studied decided to launch a very expensive pro- 
gram with the official motive of solving severe 
unemployment problems in a region. However, 
the decision-makers privately did not believe 
that the problem would be solved and they did 
not find this important. Instead they considered 


themseives to have accepted responsibility for 
the situation and thereby influenced the at- 


titudes of people in the region who were now 


thought of as perceiving their (unchanged ) situ- 
ation less pressing. 

Decisions may also serve as more direct in- 
struments for affecting organizational legiti- 
macy. This is the topic of the next section. 


DECISIONS AS LEGITIMATION 


A common denomination of all three aspects 


of decisions discussed earlier is that, in different 


ways, they connect decisions and actions. 
Actions are chosen, mobilized or given responsi- 
bility for by decision-making and decisions. But 
sometimes decision-making may not be con- 
nected.to actions at all. There is ample evidence 
that decisions often are not followed by actions 
or that subsequent actions are not in sympathy 
with previous decisions. Such differences be- 
tween decisions and actions are often described 
as problems of implementation; decision-makers 
have not been able to force other people to be- 
have as decided and this causes problems for the 
decision-makers and the organization (Pressman 
'& Wildavsky, 1973; Mayntz, 1976). A disconnec- 
tion between a decision and action need not be 
interpreted as a problem, however; it can also be 
interpreted as a solution, as will be discussed 
below. 

Organizational actions constitute one output 
of organizations which can provide legitimacy 
and support for the organization in its environ- 
ment as long as the actions reflect the values and 
norms prevalent in that environment (Parsons, 
1956). But decisions can also be considered 
organizational outputs; many organizations are 
anxious to publicly declare some of their deci- 
sions. If these decisions reflect external norms, 
they can serve as independent instruments for 
external legitimation. Many decision-oriented 
organizations such as parliaments, councils and 
governments even specialize in producing deci- 
sions and refrain from producing organizational 
actions at all. 

If environmental norms are inconsistent with 
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-each other, organizations can act according to 


prana 


some norms and decide according to others, 
thereby reflecting a large part of external norms. 
This behaviour produces inconsistencies be- 
tween decisions and actions but these inconsis- 
tencies are solutions rather than problems; solu- 
tions to the problem of maintaining and gaining 
external legitimacy and support when external 


norms are inconsistent. Such decisions deal with 


uncertainty related to organizational legitimacy 
rather than uncertainty related to alternatives, 


actions or decision-makers. The literature on im- 
. plementation problems reports many inconsis- 


tencies between the decisions made by parlia- 
ments, councils and governments on different 
levels and actions taken by public administration 
units, This is no coincidence. Such organizations 
typically have to deal with many inconsistent 
norms (Edelman, 1971) and they may ac- 
complish this by letting some units specialize in 
decision-making and others in action. Decisions 
can then reflect some norms and actions others. 
Decisions can compensate for action. Rombach 
(1986) found that cities facing stagnation de- 
cided to rationalize their activities in order to 
decrease expenditures, but he found no such 
rationalizations carried out. Instead expendi- 
tures were increased and expansion continued. 

When used as legitimating devices, formal de- 
cisions must be clearly visible to the environ- 
ment. When organizations use decisions in this 
way, they can be expected to be anxious to pub- 
lish their decisions. But organizations do not 
only produce actions and decisions. A third or- 
ganizational output is talk — the spoken and 
written word with which the organization pre- 
sents itself to its environment (Brunsson, 1986). 
Talk can be inconsistent, with both decisions 
and actions, and compensate for them in situa- 
tions of inconsistent norms. For instance, the 
most extensive socialization of Swedish industry 
was made during a short period of liberal 
governments propagating ideas of free markets 
and less state intervention after 44 years of 
socialist governments. Also, socialist govern- 
ments have been observed to carry out relatively 
easily conservative policies such as fighting infla- 
tion by reducing wage increases. 
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Decisions can also be a rationale for produc- 
ing talk; they can be described and explained. In 
situations where inconsistent norms prevail, dif- 


ferent descriptions of the same decision may be 


inconsistent and explanations of the decisions to 
the public may be inconsistent with their con- 
tents as described in protocols. In these situa- 
tions it is very-clear that a decision has been 
made, but it is unclear exactly what the decision 
is; the decision is both evident and equivocal 

Talk can also be produced by the process pre- 
ceding the decision. This provides a reason for 
organizations to make not only their decisions 
but also their decision processes public. The 
purpose of reflecting norms may influence the 
design of the decision process. Different norms 
are consistent with different preferences, alter- 
natives and consequences. Rational decision 
processes where many preferences, alternatives 
and consequences are considered are therefore 
better instruments for reflecting inconsistent 
norms than more irrational ones. Again, budget- 
ing in public sector organizations is an example 
in point. There the decision process is typically 
open to the public and the struggle between 
spenders and guardians displays a great many 
conflicting preferences, alternatives and conse- 
quences. 


THE FOUR ROLES OF DECISION 


In this article, four interpretations of organiza- 
tional decision-making and decisions have been 
put forward (Fig. 1). It has been argued that the 
role of decision-making can be not only choice 
and the mobilization of organizational action but 
also responsibility allocation and organizational 
legitimation. Decision-making can reduce un- 
certainty related to alternatives, actors, deci- 
sion-makers or legitimacy. Decision-makers may 
adapt the design of decision-making processes to 
these different roles and to what the decision- 
makers want to achieve within the role. Diffe- 
rent designs as to the degrees of visibility and ra- 
tionality have different implications for the four 
roles, and different degrees of rationality pro- 
vide more or less need for accounting informa- 
tion. For instance, if accounting information is 
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TABLE 1. Four roles of decisions 


Role Choice Mobilization 
Handle Alternatives Commitments 
uncertainty as to 

Connection Connected Connected 

to actions 

Design Rationality Ircationality 


used more for defensive than for offensive deci- 
sions (Hackner, 1985), the reason may be that 
defensive decisions serve purposes that need 
more rationality. When decisions are highly for- 
mal and visible there are reasons for interpreting 
them as dealing with more or other aspects than 
choice. The extent to which decision processes 
follow the rational norms of standard decision 
theory should be expected to vary according to 
their role and the purpose of the decisiton-mak- 
ers. A high degree of rationality can be inter- 
preted as an attempt to solve the problem of 
choice, to prevent or stop organizational action, 
to evade responsibility or to legitimate the or- 
ganization in an environment where inconsis- 
tent norms are important. Rationality provides a 
distance between decision and action: rational 
decision-making deals with choice rather than’ 
mobilization, it decouples decision-makers from 
actions and it legitimates in situations where in- 
consistencies between the decision and actions 
are favourable. 

A high degree of irrationality is not necessarily 
a result of decision-makers failing to make a 
rational choice — it can also be interpreted as an 
attempt to create strong commitment, to accept 
more responsibility or to legitimate the organiz- 
tion in relation to a group of consistent norms. 
Irrationality produces a strong connection be- 
tween decisions and actions — it mobilizes and 
it ties decision-makers to action, and is useful for 
legitimation in situations when consistent 
norms apply, making consistency between deci- 
sions and actions important. 

In practice, decision processes may play more 
- than one of the roles described here, sometimes 
all four. Different or the same decision-makers 


Responsibility Legitimation 
allocation 
Decision-makers Organizational 
legitimacy 
Connected Disconnected 
irrationality for Rationality in 
responsibility . environments of 
acceptance inconsistent norms 


may want to use decision processes for different 
purposes or, whatever their own preferences, 
decision-makers may be aware of observers in- 
terpreting the processes in several ways. Budget- 
ing or other decision ‘processes may even in- 
volve a battle between groups trying to establish 
it as playing one role or another. Such decision 
processes may become very complicated and 
seem extremely fuzzy both for participants and 
external observers and they are not possible to 
understand if analysed from the perspective of 
one role only. 

The four roles of decisions affect not only the 
design but also the number of decisions. They do 
not only indicate four different benefits of deci- 
sions but also point out four different possible 
costs. Potential decision-makers may avoid deci- 
sion-making since they expect it to lead/to the 


choice of an alternative that they do not wish, to 


too weak a mobilization or a demobilization, to 
responsibility being placed on the wrong per- 
sons or to a loss of organizational legitimacy; and 
since they realize that there exist other means 
for making choices, for mobilizing, for responsi- 
bility allocation and for legitimating. Therefore, 
there is not always a need for making decisions, 
nor is there always a capacity for making them. 
The number of decisions can be affected by such 
things as the prevalance of rules, talk and pro- 
ducts. 

Choices can be made by reference to existing 
rules rather than by decisions where future con- 
sequences are considered. A large number of or- 
ganizational actions are chosen by rules at diffe- 
rent levels of abstraction, from assembly lines by 
which individual hand movements are pre- 
scribed to organizational ideologies which con- 
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stitute shared ways of perceiving and interpret- 
ing even new situations and events occurring 
within the organization-or its environment. Or- 
ganizations that maintain many and strong rules 
have less need for decision-making as a way of 
choosing. Organizations that breed strong 
ideologies are able to make choices without de- 
cisions even in situations which are new for the 
organization (Brunsson, 1985). Rules are also 
means for mobilizing organizational actions — 
they can provide as much motivation and expec- 
tation as decisions can and commitment can be 
formed by other processes than by decision pro- 
cesses. This is true also for hierarchy: organiza- 
tions where direct orders from the top are highly 
legitimate do not need ROEDERER asa 
means for mobilizing action. 

Rules can also affect the number of decisions 
by reducing the capacity for benefiting from de- 
cisions. If there are many and strong rules, it is 
difficult to use decisions for choice, for accept- 
ing responsibility or for gaining legitimacy; the: 
rules will control the choice and the rules rather 
than decision-makers will be connected to 
actions. 

Similarly, ened top using deds 
legitimating devices is dependent on the organi- 
zation’s ability or possibility for using other 
. legitimating instruments. Organizations that. 
have problems in creating or maintaining legiti- 
macy by their products or by talk become more 
dependent on decisions.as legitimating devices. 
For instance, most decision-oriented organiza- 
tions do not produce any products and it may be 
difficult to make people listen to their talk if they 
do not produce decisions (Rombach, 1986). 
Also, responsibility, whether desired or not, may 
be obtained without decisions — some organiza- 
tions have societal positions which give them re- 
sponsibility without their having made active 
decisions, as the debate on corporate responsi- 
bility tells us (Epstein & Votaw, 1978). A capac- 
ity for decision may produce a need for them. 
Organizations that are perceived as being able to 
' make decisions in specific areas can become re- 
sponsible for events even without making deci- 
-sions about them. By making decisions instead 
they have greater chances to influence exactly 


what they are to be responsible for. Govern- 
ments given responsibility for the economic 
situation in the country may be better off by 
making some positively perceived decisions 
about it (Brunsson, 1986). - 

The variety of roles that decision-making can 
play has implications for both descriptive and 
normative research. They can be used not only 
for better understanding decision processes but 
also for gaining a better insight into the roles and 
behaviour of decision-oriented organizations. 


Boards, parliaments and governments are often 


supposed to be highly important for other 
people or organizations or for society at large. If 
this assumption is true, a better understanding of 
their decision-making becomes fundamental for 
understanding these larger systems. 

The choice interpretation of decision-making 
has led to recommendations of rationality, while 
the other interpretations of decision-making 
suggest that irrationality sometimes should be 


recommended. Organizations must often be 


advised not to use rational decision models or 
calculation techniques, like those produced by 
operations research, or not to use accounting in- 
formation too extensively. or in an unbiased way. 
They can also be advised to continue emphasiz- 
ing budgeting procedures, even if these have not 
produced the right choices, if responsibility and 
legitimacy are more important. The choice in- 
terpretation has also implied recommendations 
to those who want to influence actions that they 
should create decision-making processes pre- 
ceding action and that they should secure their 
own participation in these processes. The other 
interpretations lead to warnings that decision- 
making procedures may not be useful for gaining 
influence or may cost too much responsibility to 
be worthwhile. People who want influence can- 
not always be advised to establish themselves as 
decision-makers, in particular if they are not 
ready to pay the costs of responsibility. Both de- 
scriptive and normative research should investi- 
gate decision ; designs that promote not only 
choice but also the other roles of decision pro- 
cesses and, of course, explore ‘ways other than 
‘decisions for producing organizational choice, 
mobilization, responsibility and legitimacy. 
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SOURCES AND EFFECTS OF DECISIONS: A COMMENT ON BRUNSSON 


JOHN W. MEYER 
Depariment of Soctology, Stanford University 


It is common, in work on decision-making, to. 


leave the phenomenon itself undefined: This is a 
way of tacitly affirming the standard rationalistic 
models of individual and organizational activity 


in which such activity is taken to logically imply | 


prior decisions. If we find that individuals end up 
going to a university, it is assumed that they 
decided to. If we find that organizations invest, a 
decisions is presumed. There are obvious 
reasons why such an approach fits with the intel- 
lectual preferences of a modern society, and 
there are clearly some research benefits of the 
Strategy, which generates many clear hypoth- 
eses about the resources and conditions affect- 
ing individuals and organizations as “actors”. 
The alternative tradition, pursued by 


Brunsson, defines decisions as independent , 


from activity, and leaves open the question of 
whether activity results from actors who make 
decisions. Activity may reflect decisions or non- 


decisions. And decisions may have no activity. 


consequences at all. One consequence of this 
approach is to open up the explanation of 
activity to a broader range of direct contextual 
explanatory factors embedded in the individual 
(as with habit), the immediate social environ- 
ment (as in group cultures or the negotiated 
order), or the wider environment (as in cultural 
or institutional themes that are taken for 
granted ). A second consequence is that one can 
define decisions entirely independent from 
other activities, measure their existence and 
properties, assess their sources and consider a 
wide range of possible effects quite apart from 
activity or “implementation”. This is the aim and 
effect of Brunsson’s discussion. 
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DEFINITION AND MEASUREMENT 


Little needs to be said here. Brunsson means 
by decisions situations in which organizations 
assemble formal and explicitly valid depictions 
of choices. The structure of the organization as 


chooser is dramatically evoked and presented to 


a relatively public audience — often a very pub- 
lic one, including important environments. The 
definition is reasonable, though not specified in 
a way that would permit a measurement effort. 
The study works with some clear cases, although 
it does not engage in the sort of sampling of deci- 
sions that would permit general analyses of the 
factors affect their amounts and properties or 
their effects on a variety of dependent variables. 


EFFECTS 


One effect of decision-making is to increase 
the likelihood that an effective choice will be 
made and that action conforming to the choice 
will be produced. More decisions produce more 
chosen actions — the line of thought is some- 
times the only effect considered. But there are 
more reasons for doubt than are often spelled 
out theoretically, though it is well recognized 
that the general idea often fails in reality. The 
core problem is that decisions arise in the con- 
text of some uncertainties, and these same un- 
certainties often make the actions associated 
with a decision difficult or impossible. Ifa line of 
action is obviously virtuous and doable, why 
decide to do it, rather than just do it? Conversely, 
contested goals and uncertain doability may pro- 


62 JOHN W. MEYER 


duce decisions without actions. Decision, 
policy, planning and constitutional principle 
may be products of the implausibility of action. 
This fundamental issue is in the background of 
Brunsson’s analysis. 

` Given that choice and action may not be owt- 
comes, what are the effects (and, Brunsson adds, 
purposes ) of decisions? His important and funda- 
mental answer is that decisions may assert or 
reassert organizational existence and structure 
against entropy and uncertainty and resistance 
(including the difficulties that may make action 
unlikely). Decisions commit internal partici- 
pants to a choice, building the boundary dif- 
ferentiating the organization from its internal 
and external environments. They affirm 
authority and responsibility and capacity — the 
Organizational control and technical systems 
embedded in its division of labor. And they as- 
sert the legitimacy of the organizational 
sovereignty and goals and resource claims. 

Now it must be noted that these are the cen- 
tral elements of rational organization. And one of 
Brunsson’s main ideas is that decision-making 
asserts and enforces them: sovereignty and pur- 
pose, technical and control systems and a 
sharply defined boundary. Whether or not the 
drama of putatively rational decision-making 
generates rational action, it asserts the rational 
decision-making organization. 

The effects of decision-making on the con- 
struction and reconstruction of the rational 
organization are discussed in arough typology of 
convenience, whose categories are not sharply 
distinct and do not correspond to any single 
clear dependent variable that might be distin- 
guished. One can see the outlines. First, audi- 
ences affected by decision-making vary from 
superior, lateral and client external populations 
to the structural elites of the organization to 
internal subordinate groups and individuals. 
Second, the structural elements of the rational 
organization that are constructed by decision- 
making vary from sovereignty and purpose 
through technical and control structures to 
material and human commitments. Third, and 
somewhat less clearly, there is variation in the 
main channels of effects, from highly symbolic 


‘through organizational relational to personal 


motives and cognitions. 

The properties of decisions that emphasize 
these various effects differ, and this is a main 
theme of Brunsson’s work: the paper is filled 
with specific hypotheses on these issues, which 
cannot be reviewed here. Following Feldman & 
March (1981) there is much attention to the 
effects of information and accounting in deci- 


sion-making. They are thought to enhance ra- 


tionality and legitimacy under some cir- 
cumstances at costs in internal commitment and 
authority construction. These sorts of ideas 
seem to call for straightforward empirical re- 
search on the consequences of accounting. In 
general, the rich discussion in this whole area 
calls for formalization and explication in further 
work: at present, the discussion of the effects of 
many properties of the decision process under 
the general heading of the “role of decisions” 
makes it more difficult to pull out specific prop- 

ositions about the particular effects of peiculae 
decision properties. 


SOURCES 


Brunsson collapses his discussions of the 
effects and the sources of decision-making into a 
functionalistic model that closely links purposes 


and intentions, on the one side, with effects on 


the other. It may be useful to isolate the two 
issues and to inquire separately into them. A cost 
of combining them is that one argues in terms of 
the “needs” of the organization for certain types 
of functions that may be filled by decision-mak- 
ing. The implication is that people in organiza- 
tions do the things their positions or organiza- 
tions need in order to become complete and 
stable social systems. The ideas that follow from 
this image pervade Brunsson’s discussion: 
organizations that need legitimacy make deci- 
sions to enhance this legitimacy, while organiza- 
tions with weak systems of internal commitment 
make decisions to fill in this gap. Organizations, 
that is, struggle to become more complete 
models of closed system rationality (Scott, 
1987) through the structures of decision-mak- 
ing. 
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Most lines of thought in the field would treat 
this as reasonable, but it is highly inconsistent 
with Brunsson’s (1985) own general posture, 
which stresses the disjunction of formal struc- 
ture from effective activity, the partial and ara- 
tional character of such structure, and the in- 
terpretation of organizational life with internal 
and external environments (see also March & 
Olsen, 1976; Meyer & Scott, 1983). Having 
made the point that organizations gain a good 
deal from decoupling of structure and activity, 
why see them as struggling for coherence as 
functioning systems? Perhaps they benefit more 
by dramatizing the special authority and 
resources they have, and maintaining their sym- 
biotic interdependence with the wider environ- 
ment. 

It may be more true to the general argument 
to try out the ideas that in such dramatic for- 
malities as decision-making organizations enact 
what they are more than what they are not, use 
the resources they have rather than fill in those 
they have not, operate from strengths not weak- 
nesses and parade those uncertainties over 
which they have command rather than those 
before which they are relatively helpless. Sucha 
perspective seems more true to Brunsson’s des- 
criptions than does the more closed-system 
functional one. Thus political organizations, 
exogenously given decision sovereignty, but 
missing other elements of structural rationality 
(e.g. purposes, technologies, and aspects of 
effective organizational control) dramatize deci- 
sions and elaborate decision processes. Firms, 
given boundaries, purposes and participant 
commitment, dramatize these in decision-mak- 
ing, concealing multiplicity of purpose and 
information. Universities, given high legitimacy 
and not much else by way of structural rational- 
ity, parade legitimacy and the highest values. 

This is not to say that reality and the problems 
it poses should have no role at all in modern 
organization theory. Things that have to happen 
sometimes do: the important thing is that 
Brunsson’s real argument should be that unau- 
thorized realities are less likely to appear in for- 
mal decision processes than in the covert, the 
informal, the nominally environmental, the pro- 


fessional or the taken for granted aspects of or- 
ganizational activity. In short, decision-making 
in organizations should reflect the most valid as- 
pects of organizational empowerment, with the 
other aspects necessary to activity appearing in 
the non-decision structures. 

Such a line of thought could be developed to 
predict both what kinds of organizational and 
environmental circumstances predict decision- 
making amounts and intensities and also what 
factors predict the various properties of deci- 
sion-making. Organizations in modern societal 
contexts, imbued with all the elements of the 
norms of rationality (Thompson, 1967), should 
be found to do more decision-making, and their 
decision-making processes should be embel- 
lished with all the relevant properties. Among 
modern contexts, American organizations, 
exogenously given legitimate specific purposes, 
defined resources and elaborated technologies, 
especially develop the orgies of accounting as 
part of their decision-making: given a culture of 
individual commitment to collective ration- 
alities, choices with only one alternative should 
be common; and given little validation of im- 
perative heicarchical authority, displays of cen- 
tralized decision should be weaker. Organiza- 
tions in more statist systems, with the associated 
validation of central authority, should be found 
to display this more than technical rationalities 
and accountings, in the decision process. Cor- 
poratist arrangements, as in the contexts 
Brunsson studies, should generate decision- 
making emphases on multivocality and on the al- 
location of responsibility, struggling among dis- 
played alternatives (including inaction ). Propos- 


‘itions of this kind follow rather directly Jepper- 


son & Meyer, 1988). 

Comparisons across time are also suggested. 
The expansion ofsocial rationalization over time 
makes possible many more decision arenas and 
thus more decisions: formal decisions can be 
made in areas like personnel, safety, the environ- 
ment, financial subtleties, and so on, that once 
might have been handled in more idiosyncratic 
or informal ways. On the other hand, the same 
temporal expansion in rationalization produces 
more socially standardized routinization that 
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may obviate many potential decisions. The issue 
may come down to questions of definition and 
measurement — what sorts of routine organiza- 
tional processes to call decisions and what to 
exclude. Modern organizations may be flooded 
with the elements of decision-making (e.g. infor- 
mation systems, planning systems defining 
choices) without comparable expansions in de- 
cision-making rates. This would suggest, also, en- 
hancements in the sorts of ritual properties of 
decision-making that Brunsson discusses and a 
decline in decision-making rationality. 

Finally, one can imagine studies comparing 
organizations across industries or sectors. Sec- 
tors differ in available resources for decision- 
making — models of authority and technology, 
of sovereignty and purpose, and of organiza- 
tional boundedness — which should produce 
variations in amounts and types of decision-mak- 
ing. The core theoretical image would be that 
organizations do decision-making more in 
arenas of clearly validated authority, with 
activity in other areas evolving out of non-deci- 
sions. 


DECISION-MAKING AS ANOMALOUS 


From the point of view Brunsson is elaborat- 
ing, decision-making is by no means a normal 
aspect of organizationally structured social 
activity. Such activity, with its routines and its 
adaptive links with various resource environ- 
ments, is conceived potentially to flow smoothly 
in response to internal and external conditions. 
The ruptures indicated by decisions are intrinsi- 
cally problematic, and require special explana- 
tion. Other definitions of decisions which are 
inherently involved in activity treat decision- 
making as easily interpretable: the one used here 
does not. 

The main idea involved is that the encasing of 
activity in the norms of rational organization 
creates formalized decision-making as a product. 
The pretenses that a set of people and activities 
are set apart from society, integrated or unified 
in means—ends and control schemas and set in 
rational relation to specified goals, construct the 


occasions for decision-making. These pretenses 
are always somewhat unrealistic, and sometimes 
extremely so, though they are characteristic of 
the modern order. And this is what creates the 
arational aspects of decision-making that 
Brunsson emphasizes. The artificiality of the 
decision — its ritualistic aspect as a core ele- 
ment of extreme cultural emphases on rational- 
ity — creates an emphasis on rational form that 
dominates rationality in content. (The much 
noted inconsistencies in Weber’s discussions of 


rationality, including the exaggerated emphases 


on contentless procedure, are one conse- 
quence.) The value placed on the thing takes 
precedence over the thing itself, and rational de- 
cision-making has the same relation to rational- 
ity that popular music has to sex. 

It is useful to consider accounting systems — 
deeply involved in the rise of rationality and of 
decision-making — in this light. One can con- 
sider many aspects of accounting as closely 
interwoven in the development of more 
rationalized society. Some, especially in the 
more modern period, seem to be linked espe- 
cially to the rise of organizational decision- 
making. It would be useful to consider how the 
rise of this artifice alters (distorts, even) the 
underlying logics of accounting. It is common to 
note how the rise of differentiated rationalistic 
organization is involved in the creation of the ex- 
traordinary legal fictions of the modern system 
(e.g. the firm as a legal individual). It would be 
good to have a more elaborate analysis of recon- 
structions in accounting and its ideologies that 
are linked to myths of the organizational deci- 
sion. One could even envision empirical 
analyses of the ways different information and 
accounting systems parallel the expansions of 
modern organizational forms. Causal linkages 
might be complex —- accounting systems, at 
macro levels, reflect changed organizational sys- 
tems but at more micro levels clearly affect 
them. Analyses of this sort might lead to more 
explanatory models of how different forms of 
the modern society emphasize different mixes of 
types of accounting, from bookkeeping to cost 
accounting to management information sys- 
tems. 
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Abstract 


This paper focuses on the significance of accounting to the pre-cnactment stage of strategy, approaching it 
from an ecological perspective. It views organization as an ecosystem, unified only by the minimal level of 
concurrence necessary for survival, wherein conflicting stakeholders contend for the control of strategy. 
Its strategic agenda is shaped by the processing of issues and the coalesence of support. Fit among issues 
and support, rather than any singular rationality or set of intentions, is pivotal In this context, because both 
planned and unplanned occurences can have effect, the question of who controls strategy is open. There- 
fore, accounting data and systems can take on roles not anticipated when they were originally concep- 
tualized. Examples are given of why an ecological view of the relationship between accounting and strategy 
breathes life into the notion of accounting as reality construction, and numerous questions are posed to 


suggest future research. | 


Strategic change involves processing issues and 
building support through three stages: pre- 
enactment, resolution and implementation. By 
providing a conceptual framework and a lan- 
guage for this activity, accounting plays a signifi- 
cant role in each stage. But without a theory of 
organizational strategy, Le. an understanding of 
why things stay the same or change, we cannot 
appreciate the role now played by, and the po- 
tential for improving, accounting systems. This 
paper begins the task of providing such an un- 
derstanding by focusing on the pre-enactment, 


stage of strategic change and addressing the sig- - 


nificance of accounting to it. It examines the 
processes involved in developing managerial 
agendae, the latter defined as the portfolios of 
issues to which managements are giving serious 
attention at any particular time (Cobb & Elder, 
‘1972; Kingdom, 1984). Discovering which 
issues an organization legitimizes and which it 
does not can tell us much about its accounting 
systems. 

Keeping accounting considerations foremost 
in mind, the discussion opens to analyse the 


competition for attention and the expansion or 


. containment of disputes which are typical of all 


organizations. The paper’s new direction is due 
to its assumption of an ecological rather than the 
more familiar teleological perspective (Dermer, 
1987 ). According to this alternative view, an or- 
ganization is a regulated, but not necessarily uni- 
fied or controlled, ecosystem wherein a good 
many agendae exist. But only one of these is 
legitimate and recognized by all — that of man- 
agement. While the scope here will be confined 
to this “official” agenda, the far-reaching effects 


of the variety of agendae that are a fact of organi- 


zational life will be readily apparent. The ecolog- 
ical view opens a multitude of new avenues to 
accounting researchers, especially when used to 
link accounting with strategy. It complements 
the view that accounting data are subjective in- 


.terpretations of reality (Morgan, 1987) used to 


shape, rationalize and legitimate (Richardson, 
1987) strategic actions, and accentuates the 
need to focus on what accounting does, not on 
what it is intended to do (Hopwood, 1987). 
The discussion is a descriptive, rather than 
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prescriptive, exploration of the actual and po- 
tential roles of accounting in the pre-enactment 
of strategy. The position taken is that we must 
know what actually happens and why it happens 
before we can deal with what should happen. 


The intent of the paper is to set the stage for. 


hypotheses generation; thus it poses far more 
questions than it answers. : 


TELEOLOGICAL VS ECOLOGICAL VIEWS OF 
STRATEGY 


Teleological (Ackoff & Emery, 1972) and 
ecological (Kuhn, 1982) models differ in their 
views of strategy because of their different as- 
sumptions about the extent of conflict among 
stakeholders, the ambiguity and complexity of 
the issues the organization faces, and the 
mechanics of change. They differ also in their 
views of management’s instrumentality and 
about the necessity for ideas to be accepted 
before change can occur. The differences be- 
tween the two models are reflected in the two 
approaches commonly used in the field of 
strategy: the prescriptive and the descriptive. 
The former considers the strategic agenda to be 
the creation of management. It views manage- 
ment as seeking to control the organization 
through strategy, and focuses on helping man- 
agement in this task. The descriptive approach, 
in contrast, attaches greater importance to the 
organization’s ecological side. It starts from the 


assumption that organizations are made up of a 


variety of stakeholders attempting to satisfy their 
individual wants amidst a host of conflicts and 
constraints. Strategy is seen not as the tool or 
perogative of management but rather as the out- 
come of organizational struggles. It is what the 
organization actually does (Dye, 1976; 
Mintzberg, 1978) not what management intends 
it to do. Since conflict and contention are ongo- 
ing, the question of who is in control is an empir- 
ical one (Dermer, 1988). The descriptive ap- 
proach sees management as attempting to con- 
trol conflict and maintain order but as being un- 
able to do so completely. Rather than assisting 
management, it seeks to explain how and why 


particular strategies evolve. 
Both teleological and ecological models 


‘acknowledge that the essential components of 


strategic change are concerns, capabilities and 
support (Kanter, 1983). Concerns are problems, 
threats, opportunities, etc., which people be- 
lieve warrant managerial attention. Capabilities 
refer to what can be done given available 
technology, resources, skills and mandate. Sup- 
port, finally, is manifested in advocacy for and/or 
acceptance of change. 

Each of these components can be indepen- 
dent of or unrelated to the other. Concerns, for 
example, can arise whether or not there are 
means for their resolution. Solutions may 
likewise be offered whether or not concerns are 
felt. Finally, receptivity to change may shift irres- 
pective of the existence of either concerns or 
capabilities; like an individual’s mood it can rise 
and fall over time. However, while these compo- 
nents may exist independently of one another, 
they are more likely to interact. Receptivity to 
change, for instance, may be increased by the 
recognition of new problems or the availability 
of new technologies. The search for invention 
will be much more rigorous when activated by a 
need for change. 

The two models agree that these variables are 
complex and dynamic, and that they are influ- 
enced by both planned and unplanned events. 
Beyond these points of commonality, however, 
the models diverge significantly. The teleologi- 
cal view is predicted on the assumption that or- 
ganizations are purposeful cohesive systems 
(Georgiou, 1973) and that issues and support 
are controlled by management. Management’s 
rationality provides the unity and stability of be- 
liefs required to ensure reliable performance. 
Management is seen as a gate-keeper: it recog- 
nizes the stimuli for change, establishes 
priorities, initiates the search for solutions, 
builds acceptance and then implements and ad- 


ministers its plans. Woven into this fabric of as- 
sumptions is the belief that it is management’s ra- 


tionality which guides the choice of issues for 
the agenda and imbues them with worth, and 
that managerial endorsement is the prime com- 
ponent of support. Indeed, the rationale for the 
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division of labour between management and 
others, i.e. the dichotomy between planning and 
implementation, is predicted on these assump- 
tions. l 

The teleological model admits that external 
events buffet managements efforts and that 
political manipulations are necessary in order to 
build commitment. But these are mere stum- 
bling blocks; they do not negate the assumption 
of managerial instrumentality, nor do they 
change the definition of success which is.still 
measured in terms of management’s ability to 
cope with the issues it faces. Issues, then, are de- 
fined as external events which potentially have a 
significant impact on the organization’s strategy 
(Ansoff, 1980), to which management must re- 
spond. Accordingly, this view focuses on design- 


ing prescriptive techniques, e.g. strategic issue: 


diagnosis (Dutton et al., 1983; Dutton & Dua- 
can, 1987a, 1987b), environmental scanning 
and intelligence gathering. These techniques are 
intended to sharpen management’s analytical 
acumen so as to avoid such pathologies as being 
excessively reactive, or focusing too intently on 
the short term or on the existing rather than the 
potential. Conventional accounting theory and 
research, conceptualized within the teleological 
framework, is similarly oriented to improving 
managerial effectiveness. 

Because it does not grant such a presumptive 
role to management, the ecological model de- 
fines issues and views their lives differently. 
Under its rubric an issue is any proposal for sta- 
bility or change about which there is a difference 
of opinion. This definition assumes that both in- 
ternal and external stakeholders are beyond the 
control of management (Dermer, 1988), and it 
therefore puts a greater emphasis on the anar- 
chial (March & Olsen, 1979), political (Pfeffer & 
Salancik, 1974) and stochastic (McCaffrey, 
1983 ) aspects of organization. Organizations are 
seen as being multi-rational (Cooper, 1983; Der- 
mer & Lucas, 1986). Consequently, the issues 
confronting them often generate intense con- 
flict. Organizations, then, are arenas wherein 
conflicting stakeholders, unified only by the 
minimal level of concurrence necessary for sur- 
vival (Hedberg et al., 1976), contend for the 


control of strategy (Strauss, 1978; Cummings, 
1978). Coordination occurs only because deci- 
sions are contingent on one another. The joint 
effect produced by the conflicting stakeholders 
is unplanned; it just occurs (Mintzberg & Wat- 
ers, 1985; Kuhn, 1982; Olsen, 1979). With 
everything open to contention, the worth of an 
issue is dependent on its general acceptability, 
not on management’s opinion of it. 

And because neither issues nor support can be 
controlied, managerial plans do not necessarily 
determine what the agenda contains. Concerns 
can originate anywhere and the role of “change 
entrepreneur” can be assumed by any stakehol- 
der with the motivation and ability to do so. Each 
change entrepreneur is free to operate within 
his/her own rationality, albeit constrained by the 
contingencies arising out of inescapable inter- 
dependencies. The dynamics of what deter- 
mines the composition of the agenda is not the 
intentions of any particular player but rather the 
fit among concerns, capabilities and support. An 
issue gains the agenda when a concern is recog- 
nized, a resolution proposed and support suffi- 
cient to generate action aroused. This may be 
achieved through managerial control or it may 
be the result of other processes. 

Thus, from an ecological perspective, the 
strategic agenda emerges from the reconcilia- 
tion of conflicting rationalities, not from the im- 
position of management’s global scheme. 
Because no grand design is assumed to exist, or- 
ganizational strategy does not necessarily need 
to make sense from any single perspective. 
Hence, at any one point in time, neither does the 
strategic agenda. 

Accounting researchers have paid scant atten- 
‘tion to the relationship between accounting and 
strategy. The little work that has been done has 
had a managerial bias and has sought to offer pre- 
scriptions to make it more “useful” to manage- 
ment (e.g. Horovitz, 1979; Simons, 1987). Con- 
sistency in strategy, structures and systems is the 
key criterion emphasized in the teleological 
view of organization (Ackoff & Emery, 1972). 
The ecological model, however, views the need 
for consistency differently (Kuhn, 1982) and so 
presents a host ef questions which poiat-the way 
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to a new and potentially rewarding program of 
organizational accounting research. Im- 
mediately to mind comes its challenge to con- 
ventional accounting models which, until now, 
have been predicated on the assumption that or- 
ganizations are purposeful unirational systems 
that should be internally consistent (Euske, 
1984; Merchant, 1985; Maciariello, 1984). 

If organizations are in fact arenas charac- 
terized by manifest and latent conflict, unified 
only to the minimal level needed for commonal- 
ity of action, how misleading is it to design and 
evaluate accounting systems using teleological 
images of cohesive systems? If any stakeholder 
can diagnose issues and elicit support for 
change, accounting data take on additional roles 
not anticipated when they were originally con- 
ceptualized. But what, specifically, are these 
roles? And how need systems be reconcep- 
tualized, changed or developed in light of them? 
Before such questions can be answered, it is 


necessary to acquire a greater understanding of: 


the organizational procèsses that occur during 
strategic pre-enactment. To these we now turn, 
focussing the discussion first on issue 
emergence and framing, and then on the mobili- 
zation of support. 


ISSUES 


An issue is defined here as any suggestion for 
stabilization or change over which there is dis- 
agreement as to either ends, means or spillover 
effects. It can be described in terms of (1) scope 
(how many stakeholders are directly or indi- 
rectly affected?), (2) the duration of conse- 
quences (how long must a decision be lived 
with? ), (3) specificity (is it a minor question or 
does it affect general principles? ), (4) complex- 
ity (can it be solved with common sense or is 
technical knowledge required?), (5) nature of 
conflict (how intense and visible is it?), and (6) 
uniqueness (is it an original situation or are pre- 
cedents available?) (Eyestone, 1978; Cobb & 
Elder, 1972). These characteristics, and the con- 
text within which the issue arises, will influence 
developments throughout the period of 


emergence, framing and support building. 


Issue emergence 

Issue emergence depends on attention attrac- 
tion and priority setting. Until these are better 
understood, accounting’s role in the process of 
transforming considerations into concerns will 


remain open to speculation. 


A concern or an unexercised capability esca- 
lates to become an issue only when there is a be- 
lief that change is feasible and worth bringing 
about. But, although research into human infor- 
mation processing, cognitive psychology, learn- 
ing theory, etc., has provided some insights, the 
question still remains: why are some phenomena 
acknowledged and others denied? One possibil- 
ity is that the recognition of concerns is inhi- 
bited if the organization is stressed, ie. if 
demands are excessive in relation to its re- 
sources. Another is that information overload 
leads to an inability to discriminate among 
stimuli or to detect patterns, and this affects 
what is and what is not acknowledged. But what 
indicates priority in complex situations? Is it in- 
trinsic worth, political ripeness or some combi- 
nation? 

Since what is measured is usually accorded 
significance, accounting indicators and evalua- 
tion techniques certainly play some role in prob- 
lem finding (Pounds, 1969) and in determining 
whether a concern eventually becomes a 
strategic issue (Simon ef al., 1954; Hopwood, 
1983 ). Still, much depends on whether a change 
in an indicator is evaluated as being a random 
fluctuation or a permanent condition, and 
whether it is seen as being amenable to tactical 
adjustment or indicative of a need for structural 
change. Indicators believed to reveal permanent 
structural change can have significant leverage. 
And the greater this leverage, the more heated is 
the debate about the construction of such indi- 
cators. For this reason, indicators themselves 
may become issues, price indices and approp- 
riate cost allocations being two examples which 
immediately come to mind. There is no need to 
remind anyone that, for example, make or buy 
analyses preceeding decisions to change the 
sourcing of a product or service, and income de- 
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termination calculations upon which distribu- 
tional choices are based can be interpreted 
differently depending on the methods by which 
data are prepared ‘and evaluated. Yet there are 
few empirical assessments of the specific effects, 
if any, that accounting schemes have on what 
reaches the strategic agenda. Little new theory 
from the managed systems point of view, much 
less any reflecting ecological fluidity, has been 
proposed. 

Deciding what should be recognized and how 
it should be classified has long troubled account- 
ing theory builders. Many familiar questions 
around the theme “are the right things being 
measured?” leap to mind. For example, account- 
ing concerns itself with data ‘based on actual 
transactions but ignores future events and op- 
portunities lost. Also overlooked are non- 
financial data essential to the development of 
strategic advantage (Johnson & Kaplan, 1987). 
Other information systems attempt to compen- 
sate for these failings, of course, but that then 
raises the question of the relationship among 
various systems. 

Those who believe that accounting should be 
the universal language of organization believe 
that the degree to which a concern can be ex- 
pressed in accounting terms influences the audi- 
ence it can reach. Promulgators of human re- 
source and social accounting certainly believe 
that awareness can be manipulated by the con- 
trol of the accounting system, 2s do radical ac- 
counting theorists and those who believe that 
accounting changes could increase international 
competitiveness. 


ISSUE FRAMING 


Whether an issue will gain the agenda de- 


pends on how it is initially and subsequently 
framed. Issues must be processed in a manner 
which allows the organization to change with- 
out sacrificing order. Maintaining a balance be- 
tween stability and change requires shared 
criteria for evaluating situations and legitimating 
and justifying choices. Because of the important 


role that accounting system data can play, issue. 


framing often also involves attempts to reshape 
the accounting criteria by which issues are 
evaluated. 

Because consistency in systems classification 
schemes facilitates comparisons, there is a 
strong bias toward maintaining existing cate- 
gories, A further impediment to fundamental 
change lies in the fact that even the slightest 
modification can be a threat to somebody’s in- 
terest. Thus, any change to a classification 
scheme itself has the potential to become an 
issue. 

The complexity of any issue is directly depen- 
dent on the scope and intensity of the conflicts it 
reflects (Lucas, 1987). Some issues do not seri- 
ously challenge the organization’s core values 
but others have the potential to cause serious 
schisms. These must either be ignored or re- 
framed in a form that will permit discussion and 
analysis without igniting irreconcilable conflict 
(Argyris, 1982). 

Issue framing, then, is often a process of strip- 
ping away those aspects of an issue which would 
seriously disrupt order or are not to the framer’s 
advantage, leaving only those variables that fit 
with already legitimated organizational cate- 
gories and concerns, i.e. packaging it so that it is 
palatable to potential supporters (Lucas, 1987). 
The aim is to achieve the self-interest of the 
framer while appealing to the organization as a 
whole. The process frequently involves simplifi- 
cation, e.g. attributing events to a convenient 


.single cause rather than acknowledging the pos- 
sibility of multiple causes. Using other issues 


which have already gained legitimacy in order to 
justify a particular stance is also a familiar issue 
re-definition tactic. 

Framing is an evolutionary process, shaped by 
the interaction between stakeholder interests 
and the particular issue. Each stakeholder can be 
characterized as a bundle of interests that de- 
velop into specific positions as issues emerge. 
Some are intimately aware of the issue; others 
can be readily mobilized; still others only be- 
come involved if the issue is generalized to over- 
lap with their interests. Positions taken on issues 
will therefore develop and change over time as 
different facts emerge, value conflicts surface 
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and interest ebbs and flows. 

This process raises a number of questions. 
Who are the earliest promoters of concerns and 
capabilities? What opportunities do they use to 
gain exposure? How are issues made more famil- 
iar and potentially acceptable to stakeholders, 
Le. how are technical feasibility and value com- 
patibility established, refined and validated? At 
what point do previously disinterested parties 
join the discourse and attempt to reframe the 
issue so as to protect their own interests? To 
what extent do the lines of cleavage among frag- 
mented stakeholders shift as issues diffuse, i.e. 
how are positions changed? Who plays the role 
of change entrepreneur in these later stages? Is 
the process managed or unmanaged? 

In answer to the first question, it is often the 
case that issue initiatives originate within groups 
of specialists where concerns are shaped by 
capability. Marketing, finance, human resources, 
research and development, MIS, etc., each have 
new tools and technologies which they believe 
will benefit the organization. Gathering ideas 
from the professional literature, in meetings and 
through interaction with similar specialists in 
other organizations, they are aware of what is 
emerging at the forefronts of their fields. The 
popularity of a new managerial technique, the 
influx of micro-computers, reorganizations em- 
phasizing centralization or decentralization, ser- 
vice-oriented marketing, splitting up conglom- 
erate organizations to increase shareholder 
value, etc., are’ typical inventions originated 
within specialist communities. Thus, a body of 
capabilities may exist independent of the con- 
cerns the organization is facing or of its need for, 
or receptivity to, change. If these are to gain 
agenda status, they must be appropriately 
framed. 


SUPPORT 


The ecological model assumes that a minimal 
level of concurrence or at least tolerance, rather 
than managerial will, is required for an issue to 
gain the agenda. Still, given the disjointed 
activity presumed in this view of organization, 


the processes by which this concurrence grows 
are of special interest, particularly insofar as un- 
predictable determinants are involved. There 
are a variety of factors which influence the rise 
and fall of support, but three especially come to 
mind: the efficacy of change entrepreneurs; the 
distribution and activity of special interest 
groups; and shifts in organizational climate or 
mood. The dynamics of each of these factors and 
the relative influence of accounting do much to 
explain why things happen the way they do. 

Change entrepreneurs, located both within 
and outside of conventional boundaries, identify 
concerns and advocate resolutions in the name 
of the greater good. They confront organizations 
for a variety of reasons: to contribute to organi- 
zational goals, to promote their own personal in- 
terests or simply because they enjoy the chal- 
lenge of effecting change regardless of what the 
change is. The teleological model would have us 
believe that comprehensive screening criteria 
are used by management to select a few well-de- 
fined issues from this population of proposals. In 
contrast, the ecological model, like the “confus- 
ing information” systems of Hedberg & Jonsonn 
(1978) and the “garbage can” model of March & 
Olsen (1979), considers the process by which 
ideas are initiated, tried out, reworked, rejected, 
inventoried and resuscitated to be haphazard, 
evolutionary and essentially beyond managerial 
control. 

Successful change entrepreneurs are aware 
that ideas rarely sell themselves and therefore 
they do not simply float them like trial balloons 
in the hope that they will somehow be im- 
plemented. Recognizing that a sustained process 
of persuasion is needed to overcome resistance, 
they work at arousing interest, demonstrating 
commitment and reinforcing unity of intent. 
Various techniques are used, some direct, some 
indirect: suggestions may be made or articles cir- 
culated; visits arranged and seminars recom- 
mended; data marshalled and arguments put for- 
ward. The essential thing, however, appears to 
be perseverance. 

The importance and precise dynamics of this 
gestation or incubation period are largely neg- 
lected in the literature. Beyond endorsing the 
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tenets of participative management, there is 
little theorizing about who are the actual change 
entrepreneurs, who must be persuaded, what 
methods can be used to reach them and what 
time span is available? In some cases, for 
example, it is senior management that is the 
prime mover. In others, a wider organizational 
community shares the interest in implementing 
a change. It is likely, then, that different cam- 
paigns will be mounted in different situations. 

As one possible change entrepreneur, man- 
agement may actively seek out opportunities for 
change. Alternatively, it may be passive, indif- 
ferent or actively opposed to particular innova- 
tions. It all depends on the priorities of the par- 
ticular incumbents, and since incumbents 
change over time, new views and new assess- 
ments of possibilities continually appear. Even 
without actual replacements of personnel, in- 
ternal reorganizations may increase the discre- 
tion and shift the interests of managers. 

The structure and conduct of interest group 
activity also affects diffusion of support. As con- 
cerns are recognized, the interests of each or- 
ganizational participant surface. Various posi- 
tions are then taken and, as a result, interest 
groups form. However, an individual may be a 
member of many such groups, and thus one can- 
not make assumptions about the stance an indi- 
vidual will take with respect to a given issue. 
Also, issue resolutions where all win and none 
lose are infrequent. Therefore, interest-oriented 
activity is both complex and messy. As we saw 
earlier, this tends to create a significant bias in 
favour of preserving the status quo. Those who 
effect change must therefore have a thorough 
understanding of the interest group configura- 
tion within their organizations and of the roles 
that accounting data play, particularly as these 
relate to specific issues. 

The third factor affecting support is the over- 
all mood of the organization. This mood, or 
frame of mind, may be characterized as the result 
of the interaction of the moods of all organiza- 
tional participants. Obviously then, it may shift 
as personnel come and go, particularly if they are 
key players. It also shifts in response to experi- 
ence, €g. a disastrous investment may result in a 


swing to conservatism. Closely related to this 
mood is an organization’s particular style or self- 
image. Avant-garde organizations strive to be 
first on the block with the latest thing whereas 
other groups value a more sedate style. An or- — 
ganization may also be receptive to change in 
one area, depending on its orientation (market- 
ing, finance, etc.), while rejecting it in others. 

Successful change entrepreneurs are sensitive 
to the nuances of organizational climate. Such 
techniques as “management by walking around” 
(Peters & Waterman, 1982), open door policies, . 
behavioural surveys and the management of 
culture, etc., have attempted to heighten this 
sensitivity in managers, One of accounting’s 
weaknesses lies in its inability to deal with this 
important component of organizational life. 
Human resource accounting, for example, draws 
attention to the importance of personnel but 
continues, nevertheless, to view individuals 
from a perspective that is narrow and economic 
rather than social. 

The rate of change in an organization thus is a 
function of the skillfulness of its change entre- 
preneurs, its interest group configurations and 
its mood. The relative importance of each of 
these factors, however, depends on the level of 
acceptance needed to effect change. 


DISCUSSION 


The stochastic, political and anarchial biases 
of this paper are not new to accounting analysis 
(e.g. Wildavsky, 1979; Covaleski & Dirsmith, 
1986). But, until now, their focus has been on 
the micro rather than on the macro level, i.e. on 
essentially short-term resource allocation con- 
siderations and jurisdictional disputes, which 
are resolved locally, within the accepted tele- 
ological paradigm and in a largely piecemeal 
fashion. Little consideration has been given to 
the effects of stochastic, political and anarchial 
occurrences on the macro-level issues of 
strategy and the body politic at large, nor have 
questions of structural change, organizational 
metamorphoses and the wider issue of the con- 
trol of strategy been given the attention they de- 
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serve. To be sure, a new trend is developing as 
accounting and organization theorists begin to 
explore the role of accounting in shaping the 
strategic agenda (Weick, 1979; Starbuck, 1976; 
Hopwood, 1983; Cooper et al., 1981; Morgan, 
1987). Nonetheless, the empirical testings of 
these new conceptions have, to date, been re- 
markably scarce (Dent, 1986, is a rare excep- 
tion ). The thesis of this paper is that the scope of 
accounting research, both theoretical and em- 
pirical, must be broadened to include these mat- 
ters. 

Accounting plays at least three roles in shap- 
ing the strategic agenda. First, it provides a 
framework for and a language of discourse. Fac- 
tual and emotional symbolism are parts of the 
process of issue emergence, framing and support 
building (Pfeffer, 1978). What must be further 
explored is the relationship between the means 
used to define an issue, their symbolism and the 
ultimate size and intensity of interest of the 
stakeholders involved. Also unanswered is the 
question of whether accounting symbols retain 
their factual and emotive salience, i.e. whether 
they evoke the same responses across the stages 
of an issue’s life cycle? Accounting’s second role 
in issue evolution arises out ofits power to estab- 
lish and maintain the credibility of issue 
advocators through its authority structures, 
accountability measures, and performance 
evaluations. This too is a fertile area for future re- 
search. Finally, by providing a history, account- 
ing plays an important part in establishing the 
context of agenda setting. 

The actual roles played by accounting in the 
process of issue evolution are affected by both 
patterned and unpatterned events. Pattern arises 
first out of the practices constructed in the belief 
that organizations should be rational. These var- 
ious structures, e.g. the existing measurement 
and categorization schemes, administrative sys- 
tems and processes, etc., of which accounting is 
a part, typically constrain rather than motivate 
behavior in most-organizations. Initiatives which 
are expressible in conventional terms, which are 
technically and/or fiscally feasible, which mesh 
well with organization values or which are cur- 
rently in vogue stand a greater chance of being 


chosen. Thus many regulating mechanisms con- 
tribute to the maintenance of order. 

- Yet the ecological view of organization opens 
our eyes to the unpredictability and the stochas- 
tic events which must be contended with. Crises 
and accidents can arise at any time. The personal 
experiences of stakeholders may create con- 
cerns where formerly none existed. A phone call 
or letter, an article or seminar, a conversation 
with an acquaintance — any of these can create 
a concern in the mind ofany player. This, in turn, 
may result in the emergence of new champions 
of change or in shifts in support. The potential 
impact of these change entrepreneurs and sup- 
port swings cannot be overemphasized. 
Nevertheless, they now operate largely outside 
the purview of conventional accounting study. 
Because initiatives for change can originate any- 
where at any time, no one necessarily leads any- 
one else. Every initiative, indeed, has a history, 
but attempts to uncover an idea’s provenance 
usually reveal that there is no logical place to 
stop the process of tracing back (Kingdom, 
1984). The challenge for accounting research is 
to capture this reality and transform it into 
theory. 

Paradoxically, accounting itself can uninten- 
tionally contribute to undermining predictabil- 
ity: when responsibilities are fragmented and ac- 
countability is tightly enforced, unpredictability 
may increase. Such structures create narrow 
perspectives and often result in efforts being 
largely directed toward meeting accountability 
requirements. Concerns tend to be dealt with in 
isolation, rather than being viewed. and handled 
as pieces of a larger puzzle. The modus operandi 
under such a system is often one of knee-jerk 
responses and fire-fighting which, in effect, be- 
comes the organization’s strategic agenda. 


CONCLUSION 


This paper has looked at the relationship be- 
tween accounting and strategic processes in an 
unconventional way. In pointing accounting re- 
search firmly in the direction of questioning the 
control of strategic issues, it has broadened the 


THE STRATEGIC AGENDA 75 


scope of accounting research and breathed life 
into the notion of accounting as a means of real- 
ity construction (Morgan, 1987). It argues that 


organizations are essentiallly issue-processing | 


ecosystems and that the agenda is influenced 
directly and indirectly by the accounting sys- 
tems which regulate and control conflict. Along 
each issue’s life cycle there are attempts to shape 
perceptions and evaluations so as to mobilize 


bias to the advantage of one or another stakehol- 
der. Protagonists, seeing the strengths and weak- 
nesses of conventional accounting as potential 
opportunities or threats, use them in ways not 
anticipated by accountants. Clearly, the ecologi- 
cal view of organization taken here shakes the 
conventional accounting paradigm ‘to its very 
roots. 
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Abstract 


This paper examines the role of accounting in facilitating and legitimating the conglomerate movement in 
American business during the 1960s. We argue that the profileration of conglomerate mergers contributed 
to a reconceptualization of the corporation that emphasized its financial rather than its productive 
capacities. This conception of the firm has now been institutionalized; its logic motivates the takeovers and 
restructuring that characterize contemporary business. Our case illustrates the rhetorical power of 
accounting as a symbolic system for legitimating new corporate forms and practices. 


What is a corporation? This deceptively simple 
question was at the core of a vociferous and pro- 
‘longed public debate in America during the 
1960s. This debate took place in the business 
sections of newspapers, in popular magazinés 
and scholarly journals, among expert witnesses 
at public hearings, and on the floors of Congress. 
It was prompted by the emergence and prolifer- 
ation of a new form of business enterprise, the 
conglomerate corporation. The conglomerate, a: 
large, diversified firm which bought and man- 
aged unrelated companies, defied traditional 
boundaries and standard business policy. It 
posed new problems for regulators, investors 
and managers alike. Do conglomerates hamper 
competition? Are they efficient? Do they further 
concentrate economic and political power in 
fewer hands? How does one evaluate the 


financial status of such a firm? How does one 
manage twenty unrelated companies? These 


questions, and many others, all hinged upon un- 


derstanding the significance of this new business 


‘entity and the merger movement they spawned. 


Such self-conscious attention to the nature of 
the firm is rare in the history of business. In 
Kuhn’s (1970) account of scientific revolutions, 
the questioning of basic concepts and core as- 
sumptions, ones that have long been taken for 
granted, indicates that a paradigm.is experienc- 
ing a crisis and is ripe for change.' A similar 
phenomena was occurring in the business com- 
munity during the conglomerate era. The con- 
glomerate, as a new business entity, challenged 
old assumptions about what a corporation is for 
and how business ought to be conducted. Ac- 
cording to Grossack (1973, p.ix), a scholar of 


*We have benefited from the stimulating comments and suggestions of conference participants. We also thank Bruce G. 
Carruthers, Sidney Davidson. Anthony Hopwood and Peter Siegieman for their helpful comments. 


‘ For Kuhn, a scientific paradigm constitutes a world view, one which only becomes rejected when its basic premises are 
threatened and an alternative paradigm is available to replace it (Kuhn, 1970, pp. 66-91). Swidler (1986) makes a similar 
argument about how cultural systems change. During “unsettled” times, old cultural patterns can no longer be enacted as 
taken-for-granted strategies, and culture is transformed rather than constraining. 
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conglomerates, “The unique features of the 
[conglomerate] merger wave... are so important 
and incongruous with what had happened 
before that they have forced reappraisals of 
Status, power, how a business should be run, the 
meaning of value and so forth.” 

The rapid expansion of conglomerates also 
prompted unprecedented scrutiny; separate in- 
vestigations into conglomerate activity were 
held by the Security Exchange ‘Commission, the 
New York Stock Exchange, the Federal Com- 
munications Commission, the Federal Trade 
Commission, the House Ways and Means Com- 
mittee, the Department of Justice, the Interstate 
Commerce Commission, the Cabinet Commit- 
tee on Price Stability, the Senate Antitrust and 
Monopoly Subcommittee and the House Anti- 
trust Subcommittee (Winslow, 1973, p. 7). As 
one expert testified during one of these investi- 
gations: 


There is much that we do not know about the causes and’ 


ultimate consequences of the current conglomerate 
merger movement. There no longer can be any doubt, 
however, that we are in the midst of an exceptional 
period of our economic history. Future economic histo- 
rians will surely say that the late 1960's marked a critical 
turning point in our free enterprise system (U.S. Federal 
Trade Commission, 1970, p. 262). 


One clear indication of the uncertainty sur- 
rounding this period is the proliferation of com- 
peting definitions for the conglomerate form of 
organization. One writer commented that “... the 
number of definitions of conglomerate mergers 
is but slightly exceeded by the number of writ- 
ers on the subject” (Loughlin, 1970, p. 677). 
Many businessmen rejected the conglomerate 
appellation for their firms, referring instead to 
their companies as “non-related diversified 
firms,” “multi-market corporations,” “acquisi- 
tion companies,” “free-form firms” or “multiple 
industry firms” (Fortune, 1970, pp. 3, 17—18; 
LTV 1968 Annual Report, in U.S. FTC, 1970, 6, p. 
694; Judelson, June 1968, Sept. 1968). They 
claimed conglomerate’s pejorative connotations 
implied a lack of planning or “a mess,” as Roy 


Ash, president of Litton Industries, one of the - 


biggest most active conglomerates, described it 
(Brooks, 1984, pp. 153—154). 

However it is defined, the advent of the con- 
giomerate marked the beginning ofan important 
transformation in American business. The men 
who created and sustained the conglomerate 
movement with their almost frenetic acquisi- 
tions were a different type of businessman 
operating under a new business philosophy. 
They were more financiers than managers, con- 
cerned with deal-making more than with the 
day-to-day operations of the companies they 
bought. They found the share price of their firms 
more absorbing than the goods produced or the 
services provided. Their interest was in exploit- 
ing the stock market in creative ways; in finding 
ways to take advantage of the disparity between 
book and market values of firms they acquired 
and in catering to investors fascination with es- 
calating reported earnings. In a speech in 1970, 
Ralph S. Saul, President of the American Stock 
Exchange, described the transformation as a 
shift from industrial capitalism to financial 
capitalism, from the “concentration on produc- 
ing goods and services to an increasing concern 
with earnings per share, price/earnings ratios, 
and financial results, almost independent of the 
process of production and consumption of in- 
dustrial products and services” (Briloff, 1972, p. 
10), But all these changes depended on under- 


_ Standing the corporation in a new way. 


The model of the firm that was beginning to 
emerge during this period was rooted in the im- 
agery of the stock market. This is not surprising 
given the overriding concern with share price 
and earnings multiplés that the conglomerators 
displayed. Conglomerates were conceived of by 
their builders as a well-balanced stock portfolio. 
Richard Smith, former Commissioner of the Sec- 
urities and Exchange Commission, described ;, 
conglomerates as “mutual funds with smoke: z 
stacks” (Smith, 1970, p. 908). Smart manage#s.. . 
like smart investors, were advised to spread’ risk ` 
by diversifying corporate assets just as an.inves- 
tor would diversify his or her stock holdings. 
Rather than conceiving of the corporation 
primarily as an entity that generates profits by 
producing goods or services, the more abstract 
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conception of the firm as a bundle of liquid as- 
sets permitted a much wider range of pos- 
sibilities for profit. Old investment decisions 
which had centered on cutting costs, developing 


new products or expanding market shares, were. 


now pitted against plans to invest the same re- 
sources in an endless variety of alternative as- 
sets. The logical coherence of the corporate en- 
tity that was formerly derived from its products 
gave way to a looser coherence, one more 
abstract and fungible. | 

Naturally, all the deal-making of the con- 
glomerators was not enacted in order to prom- 
ote a reconceptualization of the firm or any 
other form of intellectual innovation. These 
were men who, for a time, were making enorm- 
ous amounts of money for themselves and their 
shareholders, and this did not go unnoticed by 
the business community. While the conglomer- 
ate builders remained controversial during this 
period, especially those who attempted hostile 
takeovers, their lasting legacy was in initiating 
this complex conceptual transformation. Its 
result was a more abstract conception of the 
firm, a logic for doing business that mimicked 
the financial models of economists, short-term 
decision-making orientation and a decline in the 

wer of managers relative to investors. 

Accounting practice, not surprisingly, was 
one of the strategic fronts on which the battle 
over the definition of the corporation was 
waged. Accounting plaved a critical role in defin- 
ing, propelling and legitimating the financial 
transformation. “Merger accounting”, as it was 
called by some critics (Steiner, 1975, p. 119; 
Brooks, 1984, p. 162), helped to galvanize con- 
glomerate mergers by “artificially” inflating the 
reported earnings of conglomerate firms, cater- 
ing to investors’ fixation on growth in earnings 
(US. FTC, 8a, 1969; Mead, 1969; Savoie, 1969; 
~ Briloff, 1970, 1972; Winslow, 1973; Reiling, 
1970; Linter, 1971; Steiner, 1975). By inflating 
earnings, these techniques fueled market specu- 
lation and drove up the price of conglomerate 
stock; by creating a respectable balance sheet for 
firms that were deeply in debt, and failing to 
grow: internally, accounting in a very direct 
sense was used to project a rational facade. The 


Economic Report on Corporate Mergers by the 
US. FTC (1969, p.159) concludes that: 


The balance of evidence so far lends little support to the, 
view that the current merger movement reflects, in sub- 
stantial measure, efforts to exploit opportunities to im- 
prove efficiency in resource allocation. On the contrary, 
there are abundant indications that certain institutional 
arrangements, involving tax and accounting methods, 
aided by speculative developments in the stock market, 
have played a major role in fueling the current merger 
movement. 


Mueller (1986, p. 217) concurs in his 
thoughtful review of the recent literature on 
mergers. He concludes that “Whatever the 
stated or unstated goals of managers are, the 
[conglomerate] mergers they have consum- 
mated have on average not generated extra pro- 
fits for the acquiring firms, have not resulted in 
increased economic efficiency.” Where once 
this would have been considered a controversial 
Statement, there now appears to be scholarly 
consensus that the conglomerate movement 
generated “widespread failure, evidence in low 
returns... to shareholders and extensive divesti- 
ture of ill-fitting, poorly-managed subsidies” 
(Scherer, 1988, p. 71). 

In order to understand the role that account- 
ing played in facilitating the conglomerate 
movement, it is necessary to appreciate its sym- 
bolic, as well as its technical, significance. Our 
analysis is based on understanding accounting’s 
privileged access to key symbolic resources dur- 
ing the conglomerate era and its central role in 
legitimating major institutional changes in the 
business world. 

One of the most important recent develop- 
ments in organizational research has been an in- 
creasing recognition of the significance of the 
symbolic features of organizations. Meyer & 
Rowan (1977) were pioneers in stressing the 
importance of symbols of rationality for organi- 
zational legitimacy. Where organizational struc- 
ture has traditionally been treated as a means of 
maximizing efficiency or protecting stability, 
Meyer & Rowan argue that it is a symbolic entity 
—- a rational myth —— enacted in order to secure 
valued resources from institutionalized audi- 
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ences. As such, it is typically “decoupled” from 
the day-to-day operations of the organization. 
` Where once such defining properties of organi- 
zation as structure (Meyer & Rowan, 1977; Di- 
Maggio & Powell, 1983), goals (Meyer, 1986), 
style of leadership (Feldman & March, 1981), 
budgets (Hopwood, 1984; Covaleski & 
Dirsmith, 1986), language (Hirsch, 1986; Mar- 


tin, 1983) or even the amount and nature of or- 


ganizational information (March, 1986) were 
understood as having direct implications for the 
success and survival of the organization, these 
characteristics are now understood as having 
important symbolic consequences. Rather than 
assuming a literal, causal relationship, it now re- 
mains an empirical question whether or not 
these properties are efficient, decoupled, mime- 
tic, or rationalizations or “accounts” (Scott & 
Lyman, 1968) of decisions already made. 

March has recently argued that much of ad- 
ministration is symbolic. It is one of the superb 
ironies of management that “one of their key 
symbolic responsibilities is to maintain an ideol- 
ogy that denies the legitimacy. of symbol mainte- 
nance” (1986, p.33). We suggest that a similar 
argument applies to accounting; during specific 
periods and contexts, one of accounting’s most 
important roles has been to maintain an ideology 
that denies the significance of its symbolic func- 
tions. Specifying these periods and settings re- 
mains one of the important tasks confronting 
those with a sociological interest in accounting. 

Today a number of accounting scholars are in- 
terested in the role that accounting plays in 


legitimating and framing business transactions.. 


Arguments regarding the importance of the sym- 
bolic and cognitive dimensions of accounting 


are being made, and the traditional conception 
of accounting as strictly a rational technology for 
making decisions is questioned by many. For 
example, Boland (1982) extends Meyer & 
Rowan’s argument in his analysis of the develop- 
ment of the accounting profession in America. 
He argued that the history of the profession is 
best interpreted as an interplay of myth and 
technology which serves to mediate. often con- 
flicting institutional and environmental 
demands. Others who have addressed the im- 


portance of accounting’s symbolic or ideologi- 
cal role include Hopwood (1984), Burchell et 
al. (1985), Meyer (1986) and Zald (1986). 


The early conglomerator’s use of accounting 
to project a “rational” image of their new corpo- 
rate structures provides an illuminating example 
of the symbolic power of accounting. The man- 
ipulation of seemingly technical concepts such 
as earnings, profits, growth and debt by mana- 
gers and accountants, the significance these con- 
cepts achieved for investors as representations 
of a firm’s worth, the way this interpretation 
motivated the investment behavior of specific 
audiences (e.g. investors, bankers, managers ) all 
serve to illustrate the symbolic potency of ac- 
counting technology. The deceptive public 
image of the firm that was portrayed in many of 
these accounts was that of a corporation capable 
of sustaining perpetual, escalating earnings; the 
persona of the men who managed these firms 
was that of the financial genius, whose prescrip- 
tion for growth was unfailing, and whose ability 
to uncover hidden assets in other men’s com- 
panies was uncanny. The effect was to legitimate 
not only a new investment philosophy, but a 
new conception of the firm, one originating in 
the conglomerators’ vision of the world, and 
subsequently, firmly grounded in the fundamen- 
tals of finance. 


Our aim in this paper it to demonstrate how 
accounting, as rhetoric, contributed to this 
transformation, and to suggest how the same 
logic that initially helped to create the conglom- 
erate is now motivating their dismantling. In this 
paper, we describe the similarities between the 
dramatic liquidation of large corporations in the 
1980s and their rapid growth during the 1960s 
“go-go years”. Rather than viewing the former as 
a “correction” of the latter, we see them as 
rooted in the same financial redefinition of the 
corporation. We proceed by discussing the con- 
glomerate merger in its historical context; we 
describe the accounting techniques deployed 
by those who created the conglomerates of the 
sixties, explain what we mean by the financial re- 
volution in business and suggest how the impli- 
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cations of this transformation are influencing. 
contemporary markets. 


CONGLOMERATE MERGERS IN HISTORICAL 
PERSPECTIVE 


Merger movements are critical features in the 


history of American business. Prior to the latest: 
wave which began around 1981, historians have. 


identified three major waves of mergers in the 
United States (Hoffman, 1972; Nelson, 1959). 
Unlike the conglomerate mergers which consti- 
tuted the third merger wave, earlier mergers 
were enacted either to buy out a competitor or 
gain control over supplies and distribution. The 
former is a horizontal merger, the latter a verti- 
cal merger. 

. The first merger movement in America took 
place between 1898 and 1903 when nearly 
3,000 firms disappeared in mergers. Since the 
Sherman Act outlawed collusion, mergers be- 
came the preferred means of controlling one’s 
market. Many of these mergers can be traced to 
industrial giants such as J. P. Morgan, John D. 
Rockefeller or Andrew Carnegie, men for whom 
market control meant owning the industry 
(Jacoby, 1969). This merger movement trans- 
formed many industries from ones characterized 
by many small or medium-sized firms, to indus- 
tries in which a few large enterprises dominated 
the market, creating the industrial structure that 
would characterize much of American industry 
until the conglomerate era (Nelson, 1959). 

The second wave of mergers, dating from 
1918 to 1929, saw about 4,000 firms disappear. 
These mergers were also motivated by market 
control, this time, however, the goal was 
oligopoly rather than monopoly (Stigler, 1950). 
Prominently featured during this wave were 
manufacturing, public utilities and merchandiz- 
ing firms (Jacoby, 1969). 

The passage of the Cellar~Kefauver Amend- 
ment in 1950 restricted concentration in certain 


industries, making many of the traditional hori- 
zontal and vertical mergers infeasible. Con- 
sequently, firms interested in external growth 
slowly began to acquire unrelated companies. 
From 1960 through 1968, over 17,000 mergers 
and acquisitions (including partial acquisitions ) 
were recorded (U.S. FTC, 1971, pp. 9,13). A re- 
markable burst of merger activity began in 1966 
when a spurt of conglomerate mergers in mining 
and manufacturing interrupted the more gradual 
long-term upward trend that had begun in the 
early 1950s (U.S. FTC, 8a, 1969, figs 1-3). A 
great deal of the merger activity characterizing 
this wave of mergers was stemming from a few, 
extremely active companies. For example, from 
1961 to 1968, five conglomerates (Gulf & West- 
ern, Ling-Tempco—Vought, ITT, Teledyne and 
Litton Industries ) acquired 341 firms with assets 
exceeding $7.9 billion (U.S. FTC, 1969, pp. 260— 
261). These new mergers of non-related com- 
panies required a new name and a new philoso- 
phy. The era of the conglomerate merger had ar- 
rived. 

The conglomerate merger movement was dis- 
tinctive for a variety of reasons. One of the most . 
important differences was the radical form that 
diversification took during this period 
(Ravenscroft & Scherer, 1987, pp. 27—38). Di- 
versification was not a new strategy; Chandler 
(1969) has documented that the trend toward 
diversification as a means of spreading risk began 
long before the conglomerate era. What was 
new about diversification of this period, how- 
ever, was its extensiveness and its form. Where 
formerly diversification occurred within the 
context of a general industry, for the first time 
many acquired firms no longer had any logical 
relation to their parent corporation (Grossack, 
1973; U.S. FTC, 8a, 1969). Conglomerate firms 
were no longer characterized by a clear-cut 
technology, a stable set of competitors or even 
as belonging to similar industrial groups 
(Steiner, 1975, p. 18).” Where firms had once li-. 


? For example, Gulf & Western began as a manufacturer of automobile parts. It entered its conglomerate phase when, in 1965, 
it acquired a zinc company. During the next four years it was one of the busiest conglomerates when, in addition to New 
Jersey Zinc, it added in quick succession, Paramount Pictures, South Puerto Rico Sugar, Consolidated Cigar, a firm that 
manufactured metal presses and one which offered financial services (US. FTC, 1970). It is difficult to detect the common 


relationship in that list. 
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mited their scope to several different products 
(Chandler, 1969), they were now producing an 
enormous range of different products and ser- 
vices. The extreme diversification of conglomer- 
ate firms presented a difficult challenge to tradi- 
tional economic theory which emphasizes pro- 
duct and markets in explaining corporate be- 
havior. Steiner (1975, pp. 15-27) argues that 
this partly accounts for scholars’ initial neglect. 
Another new feature of conglomerate mer- 
gers was the diffusion of the hostile takeover as a 
strategy for acquiring firms. Once an extremely 
rare event petpetrated against small, marginal 
firms, the use of hostile takeovers was extended 
by conglomerates during this period as a means 


for seizing control of larger, more established © 


firms (Hirsch, 1986; Grossack, 1973). As long as 
mainstream firms were ignored by raiders, they 
did not generate much attention. But when such 
stalwarts as Chemical Bank were being 
threatened by upstarts like Saul Steinberg, the 


business community closed ranks against the: 


raiders and pushed for regulation (Austin & 
Fishman, 1970; Hirsch, 1986).° 

The emphasis on earnings during the con- 
glomerate era was yet another of its distinctions. 
Mergers have been made for a variety of reasons 
and any theory which over emphasizes only one 
or two motivations risks dangerous oversimplifi- 
cation (Steiner, 1975; Mueller, 1986, p. 186). 
Economies of scale, synergy (or other criteria of 
. efficiency ), product diversification, or quick ac- 
cess to cheap. assets may account for some mer- 
gers, but these explanations do not capture all 
the importance motivations for merger. It ap- 
pears clear that during this period earnings 
played an important role in catalysing the con- 
gomerae movement (Mueller, 1986; Reid, 


1968). Mead is even more forceful, concluding 
that the artificial inflation of earnings or “merger 
profit” that occurs as a result of mergers “appears 
to be a major though not exclusive motive for 
conglomerate mergers” (1969; reprinted in U.S. 
FTC, 8, p. 5245). 


THE CONGLOMERATES USE OF FUNNY 
MONEY, POOLING AND OTHER FORMS OF 
ACCOUNTING MAGIC 


Accounting provides the conceptual under- 
pinnings for much of our understanding of busi- 
ness. Accounting is, and has long been, the voc- 
abulary of business; like language, accounting 
provides a way of seeing. Sombart, for example, 
believed that the very idea of “capital” is incon- 
ceivable apart from the development of a system 
of accounting. In practice, if not always in its for- 
mal rules, accounting provides a sensitive 
barometer of change. Changes in business prac- 
tice are often defined and implemented in ac- 
counts. It is not surprising, then, that accounting 
played a crucial and early role in the reconcep- 
tiga of the corporation. 
athe goal of much conglomerate accounting 
was simple: find ways to inflate earnings and 
share price. There were many techniques to 
choose from since the Accounting Principles 
Board was, for a long time, reluctant to take a 
strong stand-on constraining the number of al- 
ternative methods available to accountants 
(Brooks, 1984, pp. 158—164; Davidson, 1987, 
pp. 130—135).* According to Seidler, during one 
of the greatest periods of merger activity, the 
American Institute of Certified Public Accoun- 
tants failed to issue nany opinions on merger ac- 


> As a measure of how ET things have changed, when SRA investment banks learned of Leasco’s intention to raid 
a a aa a a een A 1980). ` 


p 


‘ The controversy murounding the accounting practices of conglomerates prompted rare criticism of accountng principles 
from outside: the profession. What were formally “intramural skirmishes” became public debates at congressional hearings 
aod in.the financial press (Wyatt & Spacek, 1970, p. 808). Conflict within the profession was rampant as well. Several times 
the Aécounting Principles Board (APB ) proposed changes to limit. -pooling-of- -Interest accounting, only to back down in the 
, face Of enormous pressure (Davidson & Anderson, 1987; Davidson, 1987; Seidler, 1970). The APB was forced to divide the 
issue into two separate opinions in order to finally secure the nécessary votes. The APB's inability to’ deal effectively with 
issues pertaining to accounting for acquisitions ultimately led to its demise and replacement by the Financia]. Accounting 
Standards Board in 1973 (Davidson & Anderson, 1987; Briloff, 1972, pp. 88—107). 
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counting for twelve years, leaving “companies 
and their “independent” accountants... virtually 
free to devise whatever methods and 
mechanism served their purposes... Interest- 
ingly, while accountants generally remain rather 
strongly independent of their clients, in merger 
cases they clearly appear to have joined forces 
with the companies” (Seidler, 1970, p. 843). 

The basic tools used by conglomerators to, in 
effect, “fool the market”, included the price- 
earning multiple, convertible securities, lever- 
age, holding companies and spin-offs, and pool- 
ing-of-interest accounting (Stigler, 1950, pp. 
96~127; U.S. FTC 8a, 1969, pp. 76-85; Gilbert, 
1972, pp. 21—35). Many of these accounting 
techniques used to manipulate earnings were 
not new inventions.’ (Such precedent as 
existed, however, did not preclude elaborate im- 
provisation or complicated combinations in the 
financial offerings made by the conglomerate 
builders (Mellman & Prisand, 1970).) What was 
unprecedented during this period, however, 
was the extent to which these techniques were 
used so relentlessly and creatively as a vehicle 
for inflating earnings and sustaining escalating 
earnings. Accérding to Leonard Savoie, the 
Executive Vice President of the AICPA, the man- 
agerial “game plan” in corporate financial report- 
ing had become: 


„to show steadily rising earnings-per-share, thus 
stimulating investor demand for shares, with consequent 


rise in their price, and creating a favorable atmosphere 


for the issuance of new securities in case additional capi- 
tal is needed... Game plans come in two kinds — offensive 
and defensive. The offense predominated during the 
1960s when the stock market was high, conglomerate 
mergers were commonplace and prosperity reigned. 
Game plans then were designed with style and finesse, 
using “funny money,” pooling of interests, deferral of re- 
search and development costs, stretched-out deprecia- 
tion, front-end loading on installment revenue of doubt- 
ful collectibility, and so on. As takeovers by the offense 
became commonplace, even the defensive-minded game 
planners were forced into liberal accounting practices to 
make themselves a harder target (Briloff, 1972, pp. 13— 
14). 


While it is difficult to pin down who started 
what, it appears that the emergence of an 
explicit, coherent strategy or “game plan” for 
bolstering earnings was initiated not by the ac- 
counting establishment, but by the financial 
wizards who were making the deals, taking over 
the companies and building the conglomerates.’ 
Of course, accountants helped to advise and pre- 
pare the financial statements, and independent 
auditors aided and abetted managers by certify- 
ing their financial statements, Critics have casti- 
gated the profession for its failure to correct the 
abuses that were occurring. According to one 
prominent critic [the conglomerate merger 
movement}: 


. has artificially distorted the profit goals and objectives 
of shareholders, giving them visions of growth curves far 
beyond those that could be developed by management... 
from the vantage point of the accountant, especially dis- 


od 


* For example, as early as 1950 The American Institute of Certified Public Accountants (AICPA) issued an Accounting 
Research Bulletin (No. 40) which described the theoretical characteristics of pooling and purchase methods of accounting 
for the assets of merged firms. The basic forms of financial instruments used by the conglomerates to acquire firms (issuing 
preferred shares, debt instruments, equity options) had all been used before in various periods, some as early as the sixteenth 
century (Hayes, 1970, p. 921). 


© That Wall Street analysts were forced to master the techniques for manipulating PE ratios illustrates their centrality for the 
conglomerate enterprise: “... Wall Street analysts who watch conglomerates have had to curtail their traditional study of . 
industrial cycles and the like and concentrate on the gimmicks in earnings statements and balance sheets.” One analyst was 
quoted: “Sure, I still have to know what businesses these guys are in but the name of the game ‘is really acquisition accounting.” 
(Business Week, November 30, 1968). 


7 Brooks (1984, pp. 173—174) notes that many conglomerates were “essentially one-man or two-men companies”. He argues 
that one of the prevailing characteristics of the conglomerate cra was the dominance of the merger movement by “anti- 
organization men” whose “rampant individualism” was a throwback to the nineteenth century entrepreneur. Vance (1971, 
pp. 62-64 ) provides a list of 50 conglomerates founded during this period whose “propelling force” was a single individual. 
For Meshium Riklis, founder of Rapid America, there was no quibbling about who controlled the company. He once 
proclaimed that “I am a conglomerate. Me, personally” (Forbes, March 15, 1971). 
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- tressing is the realization that it was the very flexibility of 
our precepts, in conjunction with the lack of a forthright 
posture of true independence in practice, which make 

"the merger wave possible in the first instance... we gave 
our hallmark to statements which were thereby pre- 
sumed to be fair, but which were... mere collages of num- 
bers brought together within the framework of our 
loosely defined, generally accepted accounting princi- 
pies... This permitted the weaving of 2 web of deception 
in which... many sharchoiders have found themseives en- 
snared... the profession of accountancy has failed to rec- 


ognize its responsibilities as a profession (Briloff, 1970, p. 
879). 


Whatever the culpability of the accounting pro- 
fession, it appears that the original impetus for 
spinning the “web of deception” came from the 
deal-makers. Conglomerate entrepreneurs such 
as Saul Steinberg, Eugene Skein, Charles 
Bluhdorn, Charles “Tex” Thorton, Armand Ham- 
mer, Meshulam Riklis, Norton Simon, Ross Perot 
and Jimmy Ling, the men who pioneered these 
“game plans”, were largely self-made men and 
outsiders to the business establishment (Brown, 


1972, p. 84; Barmash, 1972 ).° Perhaps their mar- 


ginal status during a time when American Busi- 


ness was even more homogeneous than it is 
today gave them the flexibility to deviate from 
business conventions (Hirsch, 1986; Vance, 
1971, pp. 62—65). 

'. The strategies deployed by conglomerators to 


inflate earnings can be grouped into three gen- 


eral categories: the usę of complex leverage in- 
struments or “funny money” to finance acquisi- 
tions, the methods used to account for the ac- 
quisition (pooling and goodwill) and the oppor- 
tunity provided by the acquisition to alter ac- 
counting practices. The first two were most im- 
portant as catalysts in the conglomerate merger. 
Ar appreciation for the significance of these 
techniques for manipulating earnings requires 
an understanding 'of how these influenced inves- 
`- tors’ evaluations of the firm. 

ii per share (EPS) is determined by 


, `'h 
Nye 7 * 


subtracting preferred dividends from net in- 
come to derive earnings, and dividing this by the 
number of outstanding shares. EPS represents 
the famous “bottom line” of the summaries of 
quarterly earnings reports (Brooks, 1984, p. 
156). It is a prominent feature in most reports to 
shareholders. A firm’s EPS is also widely re- 
ported in the business press and is one of the 
primary determinants of share price (Mellman & 
Prisand, 1970, p. 894). The price to earnings 
(PE) ratio links earnings to market price and is 
largely influenced by the rate of growth in EPS 
and the prospects for future growth. EPS and PE 
ratios are the major factors that determine the 
ratio of exchange of shares in mergers. They 
were, with share price, the indicators that many 
investors relied on exclusively in evaluating 
stock (Brooks, 1984, pp. 156—157). 


For a variety of reasons, the symbols that have 
been used by investors to appraise stock have 
shifted over time. Babson (1968 ) argues that this 
change is characterized by an increasingly short- 
term orientation. Initially, American investors 
were concerned primarily with the net worth, 
book value or physical assets of the firm. Inves- 
tors then relied on income return, dividends and 
yield as measure of the firm’s worth. Following 
World War I, high taxes on ordinarily income 
and tax rates which favored capital gains shifted 
investors attention from dividends to earnings. 
Earnings and earnings reliability then predomi- 
nated as the means to gauge investment poten- 
tial. During the 1960s, instant growth in earnings 
became the single most important indicator ofa 
stock’s worth in the eyes of the investment com- 
munity (Babson, 1968; Brooks, 1984, pp. 156— 
158). 


One of the most significant developments dur- 
ing this period was the market’s emphasis on 
growth securities. The traditional investment 
philosophy of buying and holding stocks with 
solid dividends and good earnings gave way to 


ca E i ooo 
TRESETA To ea eeapereer prensa Hammer was a physician before becoming a businessman; 
Steinberg, Riklis, Norton Simon and Bluhdorn were all Jews. Riklis was raised in the Middle East and, Bluhdorn was a refugee 
from Czechoslavakia. Of these leading conglomerators only Roy Ash, who, with Tex Thorton, managed Litton Industries, has 
an elite business: education (Harvard MBA). On the whole, the conglomerate founders were far less likely to have college 
degrees than the average corporate executive (Vance, 1971, pp. 64-65). 
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the investment strategy of trying to achieve the 
greatest capital gain in the shortest time (U.S. 
FTC, 8a, 1969, p. 80). As one chief financial ana- 
lyst described this change in strategy: 


Too few are now content to buy excellent investments 
and hold them for long term participation in a growing 
society. It is necessary to trade and beat the other fellow... 
The trick then is to ride the market up and get out before 
the other passengers abandon the roller coaster. And 
some still wish to call this investment instead of by its 
true name — speculation (quoted p. 132, VoL 23, No 5, 
Financial Analysts Journal). 


During the 1960s, companies with large in- 
creases in EPS were afforded high premiums. A 
strong correlation existed between growth in 
EPS and share price; firms with the highest 
growth rate in earnings showed the highest gains 
in the market price (Stern, 1968; Murphey, 
1968).'° The incentives for inflating earnings 
were clear to managers. 

EPS could be improved by either increasing 
earnings — the numerator — or decreasing the 
denominator, the number of outstanding com- 
mon shares. The proliferation of “funny money” 
was the primary method used to achieve the lat- 
ter. Mergers could automatically temporarily 
improve earnings providing that deals could be 
made without issuing new common stock.'! The 
conglomerators were quick to exploit this, 
creating a whole range of negotiable paper to fi- 
nance their acquisitions: convertible preferred 
stocks, convertible subordinated debentures, 
stock warrants and so on. If these were not com- 
plicated enough, the specific terms of these sec- 
urities often contained features in combinations 
of almost endless variety. For example, converti- 


ble bonds could be linked to interest rates and 
market prices, contain non-call periods or op- 
tional call premiums, with some non-refundable, 
anti-dilution features and be accompanied by 
specific voting and liquidation rights (Mellman 
& Prisand, 1970, p. 897). Clearly, interpreting 
the terms of these securities was beyond the 
financial sophistication of many investors. What 
all this “funny money” had in common was that 
it did not require the acquiring firm to im- 
mediately issue new common stock,thereby di- 
luting its earnings per share. i 

One technique employed by the con- 
glomerators was to encourage investors to 
accept preferred stock in Lieu of cash dividends. 
Typically, the exchange rates would increase 
over time providing an incentive for investors to 
delay conversion and thereby delay the dilution 
of common shares. Preferred shares offered the 
added advantage of delaying dividends; which 
traditionally required cash, and which for these 
heavily leveraged firms was scarce. If investors 
could be persuaded to accept leverage instead, . 
the cash could be saved for more acquisitions. 
Jimmy Ling took the idea one step further, as he 
often did. He tried to persuade his investors to 
trade in their common shares for preferred stock 
that paid dividends in more preferred shares. 
This, of course, would reduce the number of out- 
standing common shares, thereby inflating his 
earnings, as well as freeing up his cash (Loomis, 
1968). 

The extensive use made by many conglomer- 
ates of convertible securities created firms that 
were extraordinarily leveraged. The potential 
increase in common shares should the stock 


? Beginning as early as 1958, the primacy of growth in profits is documented by stock prices that continued to rise despite 
dividend yields that have fallen below those offered by high grade bonds. By 1969, the differential was almost four points 
(Economic Report of the President, January, 1969, pp. 290, 315, quoted in U.S. FTC, 8a 1969, p. 81). 


'° The comparison Babson (1968, p. 130) makes between Gulf and Avon in 1967 illustrates this phenomenon well; while Gulf 
had 26 times the assets, 70 times the property, nine times the net income, seven times the dividends and 40 times the capital 
expenditures of Avon, Avons’ growth in earnings was more than triple that of Gulf's (which had been steadily rising). This 
overemphasis on growth in earnings valued the price of Avon's stock 60% higher than Gulfs, resulting in the market price 


for Gulf being only twice that of Avon. 


' At the time, reported earnings per share were calculated by dividing the firms earnings by the number of outstanding 
common — not preferred — shares. This practice ended in 1969 when the APB issued Opinion 15 requiring that convertible 
debt and convertible stock be treated as common shares in calculating earnings (Mellman & Prisand,.1970, p. 894). 
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options be exercised represented an enormous 


dilution. For example, in 1968, Ling’s LTV had: 


just over two million shares of common stock 
outstanding. Yet the amount of convertibles, 
warrants and options outstanding was nearly ten 
million shares, representing a potential increase 
of 480% in outstanding shares. For Steinberg’s 
Leasco, the potential dilution. was 231% 
(Mellman & Prisand, 1970, p. 896). 

To boost the numerator of the EPS 
of techniques were devel by__con- 
glomerators. The most popular and infamous of 
these t $ assets” 
or “dirty pooling” (Briloff, 1972). Pooling was 
based on a simple discovery that whenever a 
firm with higher earnings acquires one with 
lower earnings, the earnings per share of the 
newly merged company will always be higher, 
for the first year, then they were for the acquir- 
ing firm before the merger (Stigler, 1950, pp. 
106—109; Briloff, 1976). This temporary leap in 
earnings reflects no substantive change; it is 
merely an arithmetic gimmick, an artifact of the 
way earnings are pooled (Wyatt, 1968). Under 
pooling of interests, the book values of both 

ess are simply added together. 
During this period when a firm acquired 


añother, managers had the choice of accounting 


for the acquisition as either a purchase or as a 


pooling of assets (US.H.R., 7, 1970, pp. 345-349). 


Under “purchase accounting”, the acquiring firm 
can include profits from the merged company 
beginning only from the date of acquisition. 
Furthermore, the firm to come yp with a 
quantified cost figure for the target firm, and the 
assets of the acquired firm are recorded on the 
- books at cost, measured in money. When mana- 


- gers opt for the pooling rather than the purchase 
method for accounting for assets, new acquisi-: 


tions are treated as though they have always 


been part of the parent firm. Even if the firm was 
acquired in December, its profits are lumped to- 
gether with those of the parent for the whole 
year. This produces a huge jump in profits in the 
parent firm’s balance sheet which naturally 
drives up the price of its stock. 

A third option exercised “by some con- 
glomerators was to adhere technically to the 
purchase method, but to understate the purch- 
ase price by treating a large portion of it as 
i; will”. Goodwill is defined as the premium 

t is paid above the book value of the target 
firm; it is supposed to include all the intangible 
values of the acquired firm, e.g. good name, cus- 
tomer loyalty, etc. Goodwill must eventually be 
written off against net profits, but when is a mat- 
ter of discretion. For some conglomerates, good- 
will became a purgatory-like classification, lan- 
guishing on their books for years. When National 
‘General acquired Grosset & Dunlap, it used the 
purchase method to account for the merger; 
‘however, it claimed as assets only $16 million of 
G&D’s $49 million purchase price. The remain- 
ing $33 million was relegated to goodwill and 
kept on the books indefinitely. Thus, NG did not 
have to charge it against future operations 
(Briloff, 1972, pp. 80-81; U.S.H.R., 4, 1970).'* 

Yet another accounting trick some managers 
‘used to prop up their earnings was to im- 
mediately reassess the assets of the firms they 
had acquired using less conservative methods of 
accounting for inventory and depreciation. 
Switching techniques for depreciation to boost 
earnings was also a favored defensive strategy for 
"takeover targets eager to remain independent.'3 
Almost overnight, such firms would show huge 
increases in earnings and once again manage- 
ment could brag about discovering hidden as- 
sets, synergy, and economics of scale. Even 
though no “real” change had occurred in the 


2 When LTV merged with Wilson in 1966, a hybrid form of pert-pooling/part-purchase accounting was used, with a large 
portion of the purchase price relegated to “goodwill”. In addition, Wilson’s assets were immediately “redeployed” into three 
separate publicly traded firms, with LTV retaining majority interest in each, in order to capitalize on the markets’ infatuation 
with new issues and Ling’s name (Winslow, 1973, pp. 67-76; US.HLR, 6, 1970). 


'? For example, several target firms in the steel industry switched in 1968 from declining-balance depreciation to straight-line 
depreciation, in order to increase earnings per share and the value of their assets (Fortune, Feb. 1969, Wall Street Journal, 


Feb. 20, 1969, p. 6; Briloff, 1972, pp. 13-14). 
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firm’s earnings, such illusory growth incited in- 
vestors. Impressed by the continual growth in 
earnings these firms were able to document, in- 
vestors bought more stock, driving up the share 
prices even further. After acquiring New Jersey 
Zinc in 1966, G&W announced a $3.25 million 
increase in profits for that firm. While this may 
have sounded to investors like a remarkable case 
of synergy, it was, in fact, purely the result of a 
change in the way depreciation was being calcu- 
lated. News of the increase naturally drove up 
the price of G&W’s stock. When G&W acquired 
the Consolidated Cigar Corporation in 1967, a 
similar accounting change “improved” perform- 
ance for that firm as well (Winslow, 1973, p. 53). 
Gulf & Western’s annual reports from 1960 to 
1969 described assets that have increased by 
18,847%, net income by 1,674% and net worth 
by 9,847%. Of course, the vast majority of this 
growth was external, resulting from the assets 
and revenues of acquired firms. The debt incur- 
red as a result of these acquisitions rose from 
thirty cents on every dollar of net worth in 1960, 
to $1.50 in 1969. By 1969, more than half of Gulf 
& Western’s earning were being spent on in- 
terest (Winslow, 1973, p. 60). 

These examples do not, by any means, exhaust 
the techniques available to those engaged in ac- 
quisition accounting. The effect of this practice 
was to make instant growth, as reflected in earn- 
ings ratios, the criteria for investors. Managers 
often spent more time “managing” their earnings 
than they did managing their firms, in the tradi- 
tional sense. The use of pooled assets, leverage, 
and a variety of methods for accounting for de- 
preciation, R&D and tax write-offs gave mana- 
gers the ability to be remarkably omniscient in 
predicating their earnings. You just fiddled with 
the numbers and the categories until things 
came out right (Business Week, Nov. 30, 1968). 

Since the success of the conglomerates was 
based on their high market value, it was essential 
for managers to “keep fiddling” in order to sus- 
tain high earnings. Growth in earnings kept their 
share price high, which enabled them to make 
more mergers, which were necessary to in- 
crease their earnings. According to Brooks 
(1984, p. 158): 


The conglomerate game tended to become a form of 
pyramiding... The accountant evaluating the results of a 
conglomerate merger would apply his creative resources 
by writing an carnings figure that looked good to inves- 
tors; they, reacting to the artistry, would buy the com- 
pany’s stock, thereby forcing its market price up to a high 
multiple again; the company would then make the new 
merger, write new carnings, and so on. The conglomer- 
ates need neither toil nor spin — only keep buying com- 
panies and writing up carnings. It was magic, until the 
pyramid became top-heavy and fell 


UNPACKING THE FINANCIAL TURN IN 
AMERICAN BUSINESS 


The impact of the conceptual shift that charac- 
terized the financial transformation of American 
business has partly to do with the significance of 
concepts and the “cognitive maps” they provide. 
Conceptions are neither neutral nor inert. In 
naming and defining, they make it possible to 
talk, act or think about something (Merton, 
1949, pp. 87—90). In directing attention to 
something, or away from something else, they 
often carry with them ideas about what is im- 
portant, what is taken for granted and what can- 
not or should not be named. Our conceptions 
will naturally influence how we interpret in- 
teraction and make choices. The cognitive per- 
spective on organizations (Simon, 1945; March 
& Simon, 1958) examines how the conceptual 
foundations of information or the “premises of 
decision-making” influence the way choices are 
framed, decisions are made and day-to-day 
activity is structured within the firm. This per- 
spective may be extended to suggest how the re- 
conception of the firm altered “premises of deci- 
sion-making” for managers. 


The conception of the corporation as a profit- 
generating producer of goods or services directs 
attention toward certain aspects of the firm and 
away from others. The coherence of this concep- 
tion derives from the logic of production. Im- 
plicit in this model is the importance of the sur- 
vival of the firm. If the firm does not exist as an 
entity, it cannot produce. Decisions about how 
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to use resources reflect this production orienta- 
tion. The goal of profit-making is conceived in 
terms of how to make something new or some- 


thing better, cheaper, faster or at least different 


than the products made by other firms, goals 
which necessarily entail investing in the future 
of the firm. Knowledge of the firm’s operations 
and markets are valued in employees. Problems 
and solutions are defined in terms of how they 
influence the firm’s mission to produce. The au- 
dience for these decisions include customers, 
suppliers, employees and shareholders; all are 
considered important constituents of the firm. 


In contrast, the financial model of the firm is 
more abstract, of more fungible conception. 
There is no logic of production which ultimately 
lends unity and meaning to the firm. As a stream 
of assets, the firm is simply one arrangement of 
assets among an almost infinite variety ofalterna- 
tive arrangements. The constraints on structure 
and goals that were formerly supplied by the 
product are missing. There exists less stability 
and consensus surrounding the goals of the firm, 
particularly at the level of implementation. The 
survival of the firm is no longer required if assets 
are worth more liquidated than intact. As a 
portfolio, the essential audience is the share- 
holder, who is now most likely to be organized 
as an index fund. Share price has become the al- 
most exclusive symbol of value, reinforcing a 
short-term orientation. Among employees, 
financial knowledge, not operational informa- 
tion, is most valued, and loyalty to a particular 
organization is irrational and obsolete. Because 
it is so abstract, this conception of the firm is-har- 
der to communicate. Its mission is less concrete, 
more diffuse. 


The reconception of the firm was a complex 
process; in arguing that changes in accounting 
practices were crucial components in the trans- 
formation of American business, we are not 
claiming that other factors were insignificant. 
The emergence of the multi-divisional struc- 
tured firm was an important precursor to the 
financial revolution. The multi-divisional firm 
was Originally conceived as a solution to an oper- 
ational problem. As markets expanded, both 


quantitatively: and geographically, managers 
needed some way to control the flow of cash and 
goods between the various units of the fitm’ 
(Chandler, 1977). They required a common de- 
nominator that would make commensurable the 
resources of the various departments or divi- 
sions. This was necessary before any type of 
explicit trade-off among units could be made. 

' The distinct divisions and managerial hierar- 
chy of the multi-divisional form became the 
structural solution to the coordination problem; 
numerical reporting, or management by num- 
bers, provided the common denominator. The 
multi-unit firm created an internal capital mar- 
ket between the various divisions (Eccles & 
White, 1986). It made possible the explicit com- 
parisons of costs and profits between units; it 
helped to legitimate rewarding high performers, 
and divesting or cutting the budget of low per- 
formers. It also created a managerial hierarchy in 
which top management became more isolated 
from daily operational concerns. While many of 
the elements of the financial model were in 
place, a crucial difference was that the firm was 
still generally understood as an entity that pro- 
duced something. It was not until this logic was 
pushed to the extreme by the conglomerates, 
however, that the redefinition of the firm was 
complete. In addition to the multi-divisional 
firm, other factors converged to make condi- 
tions conducive for the success of the financial 
revolution. The speculation that fueled the go- 
go market was also fostered by low inflation and 
the prominence of an “objective management” 
ideology, wherein the “science” of managerial 
decision-making is thought amenable to all types 
of operations, regardless of the type of business 
(Jacoby, 1969). More important, however, was 
the radical restructuring of the stock.market. 

During the decade of the 1960s, the American 
stock market was transformed from one domi- 
nated by individual investors to one, for the first 
time, dominated by institutional investors 
(Brooks, 1984, p. 260 ). The rapid growth of pen- 
sion and mutual funds, and their greater reliance 
on stock equity and derivative products in their 
investment policies, has accelerated the trend 
toward an institutionalized market during the 
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1980s (SEC, 1988, chapter 3).'4 It is estimated 
that institutions now account for over 80% of 
the trading volume on the New York Stock Ex- 
change. One quarter of this volume has been at- 
tributed to “program” trading (Light & Perold, 
1987, p. 108, 110)." 

An important consequence of the in- 
stitutionalization of the market has been the in- 
crease in both the volume and volatility of trad- 
ing. Increasingly, pension and mutual funds are 
managed by professionals whose compensation 
is based on their comparative performance with 
other similar funds. This has created an enorm- 


ous appetite for new securities and has also rein- : 


forced incentives for short-term trading in huge 
blocks of stock (SEC, 1971, voL 2, pp. 336-367; 
SEC, 1988). The concentration of financial sec- 
urities among relatively few people made it pos- 
sible for small groups of investors to amass 
quickly huge amounts of money and issue new 
securities, essential steps in obtaining control of 
major corporations (Grossack, 1973, pp. xvii— 
xviii). 


FINANCIAL RESTRUCTURING IN THE 1980s 


The business establishment initially 
shocked and angered at the innovations of the 
conglomerates — later co-opted their style. 
Where once a hostile takeover was considered a 
violation of business norms and ethics, an almost 
unthinkable breach of decorum, today even the 
most prestigious firms enact them routinely. The 
use of leverage, takeovers and restructuring that 
was critical to the strategic growth of the early 
conglomerates, gradually became the status 
quo. But only after the American business estab- 
lishment had succeeded in changing the rules to 
ensure their advantage. 

Regulation implies tacit approval and some 


ai 





have argued that the Williams Act of 1968 made 
takeover more respectable (Austin & Fishman, 
1970). The bill required firms enacting take- 
overs to have assured funding prior to the tender 
offer, and to announce both their intentions and 
their holdings once they controlled a fixed 
amount of a firm’s stock. The Williams Act made 
tender offers more expensive. It also eliminated 
the element of surprise that was crucial to the 
success of the early raiders, thereby providing 
the target firm with time to find an alternative 
merger partner or take other “defensive” mea- 
sures. As a result, the smaller, more marginal 
raiders were squeezed out of the process, some- 
thing which further enhanced its legitimacy. It is 
interesting that the strongest support for this 
regulation came from private industry (Austin & 
Fishman, 1970). 

The “go-go” conglomerate movement in 
American business came to an abrupt end when 
those who thrived on the bull died with the bear. 
As long as the conglomerates continued to ac- 
quire firms with lower earnings, growth in earn- 
ings was inevitable, providing, of course, the 
price of stock remained high. After the Dow In- 
dustrial peaked early in 1969, it began a long, 
slow decline that gradually picked up speed. In 
just over one year, it dropped 235 points. The 
formerly glamorous stocks — the conglomer- 
ates, high tech firms and the new issues — had 
lost all appeal with investors; they were the first 
market casualties and suffered the greatest 
declines in share prices. While the Dow had 
dropped an average of 25%, the conglomerate’s 
shares dropped an average of 86% (Shapiro, 
1971).'° 

The inflated earnings of conglomerates de- 
pended on perpetual growth. When share prices 
dropped and credit became expensive, they 
could not afford to make the mergers required to 
work their accounting magic. As stock prices 


U For example, in 1975, pension funds held $252 billion in assets, less than half of which were equity holdings. This 
represented about 13% of all outstanding shares. By 1985, pension funds held assets of over $1.1 trillion, of which almost 
$500 billion was invested in stacks alone. This represents over 22% of all outstanding shares. 


13 These figures pre-date the October 1987 market crash. Programmed trading has probably declined.since then. 


é Jimmy Ling was one of the big losers. LTV’s stock plunged from its high of $115 per share in 1966, to a paltry $7 in 1970. 
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plummeted, it took more and more shares to buy 
a company or back a loan. With the staggering 
debt most conglomerates were carrying, cre- 
ditors became very nervous. The conglomerate 
empires built on leverage, redeployment and 
pooled interest began to crumble. The number 
of mergers enacted dropped rapidly. In 1968, 


the peak year for mergers in mining and man- 


ufacturing industries, there were over 2,400 
mergers. By 1971, only about 1,000 such mer- 
gers were made (U.S. FTC, 1971). Instead of 
mergers, there was a wave of divestments as 
debt-ridden conglomerates competed to unload 
their hastily made acquisitions. Many thought 
that the recession of the early seventies would 
put the conglomerates out of business perma- 
nently and that the financial magic of that era had 
been proven bogus. The number of mergers 
enacted dropped rapidly but this lull proved to 
be only temporary. The legacy of con- 
glomerators proved powerful enough to with- 
stand the ensuing bear market. Nonetheless, 
without a fundamental reconceptualizing of 
business, one whose legitimacy was finally ac- 
cepted by key business institutions, the financial 
revolution that begun with the conglomerators 
would have ended with the bear market of 1969. 

With the crash of conglomerate share prices 
and the regulation of their accounting and ac- 
quisition techniques, merger and acquisition 
activity slowed during the period 1969—1973. 
Shortly thereafter, the book value of the assets of 
many large firms came to éxceed the total value 
of their shares outstanding (Hirsch, 1986). This, 
combined with a tax code (1) that makes growth 
through acquisition cheaper than investment in 
internal development (by enabling the write-off 
of what would otherwise be steep interest 
rates ), (2) with provisions that make high cash 
flows and tax loss carry forwards increasingly at- 
tractive, provided added incentives for mergers, 
takeovers, and restructurings. 

In addition to higher interest rates and incen- 
tives built into the tax code, on May 1, 1975 
(known as May Day in the industry) brokerage 


firms and investfnent banks were deregulated, 
and fixed commissions on stock transactions 
were eliminated. This represented a significant 
loss in revenue for many Wall Street firms and re- 
sulted in a scramble to find new sources of profit 
in mergers and acquisitions.’’ Each of these fac- 
tors reinforced the financial model of the firm by 


galvanizing a financial industry where the 
portfolio perspective on the firm is taken for 


ranted, an industry dedicated to the perpetual 


reshuffling of corporate assets. 

Over the following ten years, operating mana- 
gers steadily lost power to institutional sharehol- 
ders more interested in quickly raising firms’ 
share price by means of selling off assets than in 


Nurturing policies designed to position it for fu- 


ture growth and long-term share price apprecia- 
tion. The 1984 victory of T. Boone Pickens, in 
forcing the sale of Gulf Oil, put the business 
world on notice that size was no longer a deter- 
rent to takeover (Hirsch, 1987). Pickens’ enorm- 
ous success in enforcing this by now in- 


‘stitutionalized financial transformation derives 


its logic and rhetorical power from the con- 
glomerators’ innovative ideas of the 1960s. Its 


negative approach to long-term growth and di- 


versification are simply the flip side of asset man- 
agement under the different incentives provided 
by higher interest rates and a revised tax code. 
The fall of diversification under these conditions 
and the decline of the large corporation become 


particularly acceptable and laudable when 


neither the firm’s “product” nor operations are 
viewed any longer as desirable in their own 
right. 

Much of the accounting magic employed by 
the early conglomerators has since been prohi- 
bited. Their most lasting legacy was not the con- 
glomerate structure, or even their financial tech- 


‘niques; rather, their real legacy was the logic be- 


hind these techniques. This logic revolved 
around their willingness, or their zeal, for 
capitalizing on whatever the stock market was 
valuing. Today, the firm is still conceived of as a 
bundle of assets which can be rearranged as eas- 


U Light and Perold estimate that following deregulation, the average commission paid by institutional investors dropped from 
25—30 cents for the typical $30 stock, to 9 cents in 1985, a decrease of about 30%. l 
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ily as any investment portfolio. The popularity of 
“strategic management” attests to this. First de- 
veloped by the Boston Consulting Group during 
the 1960s, the method advocates a “portfolio 
planning” perspective for the corporation, 
explicitly appropriating the language and tech- 
niques of investment analysts (Abell & Ham- 
mond, 1979). This portfolio planning strategy 
treats the firm as a stream of assets and had be- 
come, by 1980, the standard policy of nearly half 
of the Fortune 500 firms ( Haspeslagh, 1983). 
Managers today know that it remains much 
easier to buy assets on Wall Street than to create 
them. The primary constituent, or audience, of 
the firm remains the institutional investor. No 
manager today can afford to forget that what 
such investors care about is share price: not in- 
ternal growth, or development, or the survival of 
the firm, or the firm’s employees or customers, 
or even dividends. Share price has replaced 
growth in earnings as the primary source of 
legitimacy for the firm. No manager can afford to 
ignore the immediate impact that any policy 
may have on share price and books must now be 
kept with this end, and this audience, in mind. 
Andrew Sigler, CEO of Champicn International, 


the largest paper company in the world, comp- 


Jains that whenever he expands the capacity of 


his firm, he receives bitter complaints from 
shareholders who view his interest in making 
paper as conflicting with their interests in mak- 
ing money (Forbes, Mar. 11, 1985 ). He describes 
the frustration that managers feel as a result of 
the institutionalization of financial perspective: 


nthe orale gare lanausesting Whe pach edie 
who the bell the corporation is responsible to. I can’t ask 
my shareholders what thry want. Champion is 75% 
owned by institutions, and my shareholders change so 
damn fast I don’t even know who they are. We're owned 
by a bunch of index funds. Who votes an index fund? 
Some damn. mathematical formula votes your stock 
(Forbes, Mar. 11, 1985}. 


During the 1960s, inflation was low, the 
demand for new stocks was high, and the market 
was buoyant. Stocks were worth an average of 
1.5 times assets and acquisitions were made with 
stocks. The inflation and high interest rates of 


the 1970s increased the value of assets while de- 
creasing the value of the earnings creating a 
“situation ready made for raiders and liquidators 
who knew how to buy on the basis of earnings 
and sell on the basis of assets” (Forbes, Mar. 11, 
1985 ). As a result, what looked like a fundamen- 
tal redefinition of “good management practice” 
swept through American business during the 
eighties. On Wall Street, high leverage with debt- 
to-asset ratios exceeding 40% replaced cash re- 
serves and minimal debt as measures of good 
management. “Lean and mean,” “demassing,” 
and minimal headquarters staff — all methods of 
shrinking the corporation, took hold. Corporate 
goals such as internal growth, diversification, 
and company loyalty, once challenged, became 
passé. In this new environment, as Andrew Sigler 
aptly put it, executives found themselves re- 
warded for doing “all the things we used to con- 
sider bad management.” 

Among the notable business events of the late 
1980s, and largely as a result of these shifts, con- 
glomerates built during the 1960s became take- 
over targets for asset Liquidation; more Big 8 ac- 
counting firms lost suits over malfeasance filed 
by disgruntled shareholders; and diversification 
strategies by industry leaders such as Goodyear 
Tire and Rubber, Revlon, and United Airlines 
were upended by Wali Street raiders and ana- 
lysts. These sets of events share the characteris- 
tic of pitting (mainly institutional) shareholders 
against managements. Each is a highly visible in- 
dicator of the powerful redefinition of what a 
corporation is, what its main purposes are, and 
to whom it is responsible.. 

Probably no one in management circles has 
been more surprised by these developments 
than the men who built the conglomerates dur- 


‘ing the 1960s and 1970s. For it is these same 


firms which established the principle that multi- 
divisional strategies, built around managing bun- 


diles of diverse assets, are most attractive to in- 


vestors. Until recently, institutional investors 
meant security for the managers, who assumed 
that it meant a vote of confidence in their per- 
formance and for the long-run appreciation of 
the stock’s price under the same executive team. 
That investment philosophy is obsolete. The 
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conglomerate firms once so appealing for their 
escalating earnings are no longer attractive as 
long-term investments, but primarily as takeover 
targets or as firms whose assets can be profitably 
liquidated. The bundle of assets the con- 
glomerator’s prided themselves on acquiring are 
now ripe for the taking and selling, often worth 
more when spun off or divested than when kept 
intact. 

In showing that the “soul” of a company no 
longer lies with its products, or even with its 
managers, but with its movable base of assets, 
the conglomerators started a financial revolu- 
tion which redefined the nature of the large cor- 
poration. This logic of the conglomerators has 
been institutionalized and embellished by 
today’s corporate raiders, and the push for short- 
term earnings has accelerated. The rise and fall 
of diversification are both rooted in the same” 


radical redefinition of the corporation, aska’ ; 


growing or shrinking bundle of self-standing as- 
sets. It is the philosophy which Jogitimates - 
1980s divestments and restructurings, just as it 
emerged in support of many of the same firms’ 
mergers twenty years earlier. ay ‘ey i 


oa ‘ 


CONCLUSION _ 


Our analysis has focused on the role account- , 


ing played in stimulating and legitimating con- 
glomerate mergers, and how these have, in turn, 
contributed to the financi! transformation in 
American business. We have emphasized two in- 
terrelated aspects of accounting: its significance 
as a conceptual framework for making sense of 
the firm and its potent symbolic power. Ac- 
counting concepts help to define the “premises 
of decision-making” within the firm. As a critical 
symbolic resource, accounting also helped to 


legitimate to audiences outside of the firm a new | 


corporate form and a new philosophy of busi- 
ness. 

The “rhetorical” use made of accounting by 
the conglomerates is hardly an example of un- 
precedented self-interest. On the contrary, the 
rhetorical or ideological power of accounting to 
legitimate new or controversial business enter- 


prises is a feature of accounting that was recog- 
nized long ago. Accounting has always been a 
form of rhetoric (Carruthers & Espeland, 1987). 
Pacioli’s famous textbook on the double-entry 
method in 1494 corresponds closely in form to 
the dictates of classical Ciceronian rhetoric. Ifa 
businessman followed Pacioli’s method, his 
books would be structured like a convincing ar- 
gument (Aho, 1985). At a time when commerce 
was suspect and usury was a mortal sin, Pacioli 
understood the importance of legitimating busi- 
ness transactions, not only for transacting 
partners, but also for God, the Church and soci- 
ety. His enthusiasm for the double-entry method 
was due not only to its technical superiority, but 
also because he recognized it as a powerful 
rhetorical device. 

The double-entry method described by 
Pacioli, wherein the debits and the credits are 
balanced, also corresponded with the then pre- 
*vailing conception of justice. Following St. 
‘Thomas’ interpretation of Aristotle, justness 
arises from balanced transactions wherein each 
partner receives exactly his due. In explicitly 
documenting the balanced nature of business 
transactions, double-entry accounts provide not 
only the net worth of a business, but also a pow- 
erful argument for the justness of the profits and 
the enterprise (Aho, 1985, p.3). While the issues 
that’ concerned Pacioli have disappeared, the 
need to legitimate new capitalist forms or prac- 
tices has not, and accounting retains its rhetori- 
cal force. An account still attempts to convince 
someone of something. During the 1960s, ac- 
counts were manipulated by conglomerate man- 
agers in ways that were designed to convince 
shareholders of the perpetual growth of their 
earnings, of the success of their investment and 
of the superiority of their new business philoso- 
phy. During the 1980s, maintaining a high share 
price, one greater than the liquidation value of 
the firm’s assets, became the primary goal of 


-managers and their accountants. 


The manipulation of accounting techniques to 
inflate earnings helped to legitimate a new form 
of corporation, and in doing so, provided a pow- 
erful catalyst for the conglomerate movement. 
The proliferation of conglomerates challenged 
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old views about what a corporation is and how 
one ought to be managed. The redefinition of the 
firm that emerged was rooted in the imagery of 
the stock market and represented a powerful 
rationalization of the corporation. Where for- 
merly, the rationalization of business, central to 
the success and proliferation of capitalism, cen- 
tered on techniques for enhancing efficiency in 
production or distribution, or expanding mar- 
kets, in this case, rationalization was primarily 
conceptual. A crucial consequence of this con- 
ceptual transformation was the emergence of a 
new market, the market for control of the firm. 

The diffusion of the financial model was has- 
tened by the obvious monetary incentives for 
adopting this vision of the firm. During the 
1960s the conglomerates appeared to be making 
enormous amounts of money. The business 
community has always been quick to emulate 
those who have demonstrated that an idea is pro- 
fitable. While the initial reaction to hostile take- 
overs shows that normative business standards 
to exert some constraint over the profit motive, 
these standards changed rather quickly as incen- 
tives for making takeovers became stronger. 
Where the diffusion of other kinds of ideas may 
be long, arduous and bumpy, what is notable 
about the financial revolution is how quickly it 
became institutionalized. 

The role of accountants in all this is not easily 
summarized. The impetus for conglomerates but 
accounts were, throughout the conglomerate 
movement, helping to prepare the financial 
statements and reports, and were conducting 
the audits and certifying the firms. At the infor- 
mal level, accountants were helping to imple- 
ment decisions made by managers. At the formal 
level, the official rules, known as general princi- 


ples and standards, were “decoupled” from prac- 
tice, as accountants were slow to adapt and regu- 
late the changes. Their reluctance to enforce 
stricter regulation of merger accounting pro- 
longed the movement. 

It is at the formal level that conflict over ac- 
counting practice is most apparent. The em- 
phasis in accounting on continuity obscures the 
diversity of practice that occurs, even when con- 
forming with “generally accepted accounting 
principles”. As any accountant knows, these 
principles permit tremendous diversity and are 
hardly the codified, comprehensive regulations 
that are implied when they are routinely in- 
voked in audits and other financial statements. 
The official opinions of the accounting profes- 
sion obscure the volatility and the diversity of 
practice. But like March's managers, the profes- 
sion has been, on the whole, reluctant to 
acknowledge the importance of its symbolic 
functions. 

Neither the rhetorical nor the cognitive as- 
pects we have emphasized conform to the tradi- 
tional view of accounting as an objective enter- 
prise which results in an accurate reflection of 
the financial status of an entity. Accounting is 
much less passive than that. It is, in fact, more im- 
portant than accountants have traditionally 
claimed, and surely the sociology of business 
and the study of organizations has suffered from 
its neglect of accounting. The role of accounting 
has been central in facilitating and legitimating 
important transformations in business, not the 
least of which is the recent financial transforma- 
tion. Anyone interested in understanding the de- 
velopment and consequences of capitalistic 
forms ignores accounting only at their intellec- 


tual peril. 
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Abstract 


Espeland & Hirsch propose that accounting has heiped legitimize the conglomerate form of incorporation 
and has played a dysfunctional role in markets of corporate control This paper suggests that evidence 
compelling acceptance of the first proposition may be insufficient for demonstrating the validity of the 
second one; and that substantial contrary evidence exists. The challenge ahead is to reconcile these 
evidences and to sort out the several theories that potentially explain them. 


Espeland & Hirsch (1990) (EH hereafter) have 
responded to Hopwood’s (1983, p. 289) call for 
“analyses [that] ... relate their insights to 
broader understandings of the development of 
the corporate form, its social and economic set- 
ting, and the roles which organizational ac- 
counts might have played in the emergence of 
both the organization as we know it now and the 
relationships which it has to other bodies and in- 
terests.” EH’s purpose was “to demonstrate how 
accounting, as rhetoric, contributed to [the 
transformation of firms into conglomerates |, and 
to suggest how the same logic that initially 


helped to create the conglomerate is now. 


motivating their dismantling” (p. 80). Specifi- 
cally, the two propositions flowing from the 
paper are: (1) “accounting magic” has played a 
critical part in the commodification and legitimi- 
zation of the firm as a bundle of assets; and (2) 
accounting suffers from a functional inadequacy 
that has been successfully manipulated to “fool” 
the financial markets. Implications of the first 
proposition — the full appreciation of which re- 
quires the coincident reading of Hirsch (1986) 


regarding the part language as cultural framing 
has played in institutionalizing the hostile take- 


over — increase our understanding of the part 
that accounting as a “language of business” might 
play in the social construction of the concept of 
a corporation. Because the data base used to 
establish the first proposition is incomplete for 
establishing the second one, implications of that 
latter proposition should be considered cauti- 
ously. However, the validity of the first proposi- 
tion does not necessarily rely on that of the 
second one. 


CONTRIBUTION 


The contribution and ongoing challenge of 
this line of research lies in explaining why 
ownership rights that have remained basically 
the same and dormant throughout the 20th cen- 
tury (see Berle & Means, 1933) (but recognizing 
the regulation of transfers by the Securities Acts 
of 1933 and 1934 and the Williams Act in 1969) 
were recently suddenly exercised in nontradi- 
tional ways. The novel manner of their exercise 
challenged the socially constructed norms and 
traditions that had until then structured 
“proper” business relationships. The most sa- 
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lient of these norms and traditions were those 
Morris (1983, p. 76) quotes from Graham & 
Dodd (1934) as the “traditional but unsound... 
cherished notions” leading to the stockholder’s 
“docility and seeming apathy” in “reasserting 
rights of control”: 


1. The management knows more about the business than 
the stockholders do, and therefore its judgement on all 
matters of policy is to be accepted. 

2. The management has no interest in or responsiblity for 
the prices at which the company’s securities sell. 

3. Ifa stockholder disapproves of any major policy of the 
management, his proper move is to sell his stock. 


These are the positions taken by EH in arguing 
that the status quo was being upset by “outsid- 
ers” and institutional investors. They document 
that investors during the conglomerate era came 
to neither cherish nor believe these notions. The 
questioning of such notions that have long been 
taken as given indicates a crisis (Kuhn, 1970) 
and, as Gambling (1977, 1987) argues, magic is 
resorted to in times of mstability and low 
morale. As Hirsch (1986, p. 830) notes: 


In an environment where management is considered an 
abstract science governed by general principles, where 
highly mobile managers are encouraged to remain aloft 
from the firms that employ them, and where the consti- 
tuency of the firm is narrowing to exclude all but the in- 
vestor, the absorption of such ideas as ‘bottom line’, 
‘book values’, ‘liquidity’, and ‘price-earnings ratios’ rev- 
cals a continuing process of rationalization that requires 
sociocultural, as well as economic interpretations. 


Without the presumption that “accounting 
magic” “fools the market”, accounting shares a 
role in institutional change with other language 
as “a specific example of a more general 
phenomenon in which radical ideas, expressed 
symbolically, have critically influenced organi- 
zational behavior” (Hirsch, 1986, p. 830). And 
the appropriate conclusion would be (after sub- 
stituting the word accounting for language ) that: 


[Accounting] framing facilitated, in functional terms, an 
important business innovation. [Accounting], of course, 
did not cause the invention or adoption of the hostile 


takeover; yet its role was critical to an explanation ofhow 
the change took place (Hirsch, 1986, p. 828). 


The significance of such a conclusion is that it 
exposes the nonneutrality of accounting in 
change. EH explicate how accounting (and 
other language ) facilitated the legitimation and 
diffusion of what were once deviate actions. 
That legitimacy flows from accounting’s ability 
to abstract the “economic” reality of the take- 
over from its “social” reality by framing, focusing 
attention on, the rationality of “value” incre- 
ments to shareholders and thereby desensitizing 
the public to the contradictions and exter- 
nalities of such takeovers (see Nord, 1986). 
While EH dwell on how such a narrowing of the 
focus to investors was dysfunctional for mana- 
gers, that same narrowing effectively pre-emp- 
ted a consideration of the stakes of, and effects 
on, others with interests in firms — suppliers, 
employees, communities, etc. (Crum ef al, 
forthcoming). Although underexplored by EH, 
their analysis of the effect and power of rhetoric 
in framing perceptions holds out the possibility 
that without such rhetoric more fundamental 
changes in the socio-legal structure might have 


‘ been successfully attempted (Hirsch, 1975, 


1986). Less benign changes to property rights 
than occurred could have impeded rather than 
legitimized the redefinition of the firm. 


Additionally, EH illustrate that, if accounting 
magic works, stock market reactions are inap- 
propriate for evaluating the social worth of mer- 
gers, both because positive returns may not be 
the discounted value of increased future cash 
flows and because they consider only one of the 
stakeholders. In defending business combina- 
tions, financial economists often point to the 
“value” created for target shareholders as evi- 
denced by increased stock prices. “Accounting 
magic” that works questions both the existence 
and source of any synergy. To the extent it 
works, the production and exchange economies 
are disengaged. Although a market price is the 
quintessential example of a social construction, 
consensus beliefs based on representationally 
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unfaithful information may be lacking in social 
utility. 


CONCERNS ABOUT EVIDENCE 


My concerns about the substantial validity. of 
EH’s second proposition center around both the 
requirement that beliefs be widely held for 
magic to work (Gambling, 1977, p. 321) and the 
appropriateness of their data for evaluating 
whether the market has been “fooled”. First, they 
imply that accounting is not unproblematic in its 
message about underlying economic events; e.g. 
managers and investors have different concep- 
tions about its meaning. They offer, however, no 
inference as to why conglomerateurs are 
privileged with special knowledge for “working 
the accounting oracle” in such a way that they 


are not “found out” [Gambling, 1987]. Without - 


shared beliefs, alternative interpretations of 
their observations are that: (1) based upon their 
social context, one group (managers) is predis- 
posed to believe and to seek the approval of the 
second (investors), while the second is not; or 
(2) investors have superordinate power via the 
socio-legal institution of property rights. In the 
first case what is observed may be 
reinstitutionalization through mimetic 


isomorphism (Dirsmith, 1986; DiMaggio & Pow- 
ell, 1983; Scott, 1987); and in the second case 
coercive isomorphism may be operating to the 
extent managers cannot decouple their deci- 
sions from investors’ expectations (see Powell, 
1985; Covaleski & Dirsmith, 1988).' The im- 
portant point is that neither alternative requires 
that beliefs be shared nor that accounting magic 
works. 

Second, the data base for EH largely coincides 
with Hirsch (1986, 1987): (1) the popular busi- 
ness press; (2) executives with first hand take- 
over experiences; and (3) congressional re- 
ports, hearings and other publications. Unfortu- 
nately, it neither has the richness of detail of case 
analyses nor the generalizability of large random 
samples. These data, appropriate for demonstrat- 
ing the rhetorical use of accounting, are less ap- 
propriate for determining that rhetoric has gen- 
erally affected investment decisions. An unre- 
presentative set of takeovers receive publicity 
(Brown & Medoff, 1987). Below is evidence 
which seriously questions the relationships be- 
tween accounting numbers and market prices 
that EH propose are at the base of “accounting 
magic”.* 

EH attribute a short-term management per- 
spective to the observation that “instant growth 
in earnings became the single most important in- 


‘Institutionalization does not require that organizations conform because a set of beliefs constitute reality or are taken for 
granted; they may conform because they are rewarded with legitimacy, resources or survival (Meyer & Rowan, 1977). Two 
of the processes by which organizations may conform without shared beliefs are mimetic and coercive isomorphism. 
Dirsmith (1986, p. 358) defines them as follows: 
Mimetic isomorphism is more passive [than coercive isomorphism | and arises in situations where input and output 
transformation is poorly understood, where goals are ambiguous, or where the environment creates an aura of 
uncertainty. ... In such situations, organizations may model themselves after their peers in part to demonstrate that 
despite any indeterminacies about what they are trying to achieve and how they are trying to achieve it, at least they 
resemble peer organizations ... 
Coercive isomorphism involves pressures external constituents exert on organizations to adopt new bureaucratic 
practices. The implementation of such. practices often tends to be at once ceremonial and pervasive -within the 
organization, delimiting the mental sets brought to bear in solving problems and thereby constraining future actions; . .. 


* also have concerns about their understanding of certain accounting concepts; which for brevity are not expounded here. 
However, 2 logical inconsistency is developed by arguing both for the conceptualization of the corporation as a bundle of 
assets and lamenting the accounting recognition of goodwill. “Goodwill” is an explicit recognition of the value of an acquired 
entity over and above that which can be identified with individual assets. If they propose that the recorded asset values must 
equal the acquisition price, then they too would deny the existence of their managerial (production) model and could not 
argue for a financial revolution which redefined the nature of the large corporation. To admit goodwill would be to admit 


that corporations are conceptualized as more than a bundle of assets and preclude arguing for the existence of their financial 
model. 
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dicator of a stock’s. worth in the eyes of the in- 
.vestment community” (p. 84) and that “operat- 
ing managers steadily lost power to institutional 
stockholders more interested in quickly raising 
firms’ share price by means of selling off assets, 
than in nurturing policies designed to position it 
for future growth and long-term share price ap- 
preciation” (p. 90). Arguing that managers with 
publicly traded securities behave myopically in- 
volves two issues: (1) “whether managers are 
shortsighted and make decisions that under- 
value future cash flows while overvaluing cur- 
rent cash flows (myopic managers)”; and (2) 
“whether securities markets are shortsighted 
and undervalue future cash flows while over- 
valuing near-term cash flows (myopic markets )” 
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(Jensen, 1988, pp. 25—26). Little evidence exists 
regarding the first issue (for a discussion of prob- 
lems in testing this hypothesis see Stein, 1988), 
but EH contend that managers act myopically 
because of myopic markets. Establishing the ex- 
tent to which share prices are biased by account- 
ing rhetoric is difficult; but existing evidence 
cautions us against embracing that contention. 
Contrary to EH’s assertions, considerable evi- 
dence suggests that investors generally do not 
value (1) “pooling gimmicks”, (2) accounting 
change “tricks”,* (3) trading investment in 
growth for current earnings (unless overcapac- 
ity exists)’ nor (4) cutting research and de- 
velopment.® In summary, the evidence suggests 
that investors value those activities of manage- 


MEH state that ““[mlerger accounting” ... helped galvanize conglomerate mergers by “artificially” inflating the reported 
earnings of conglomerate firms, catering to investors’ fixation on growth in earnings” (p. 79), “[t]he goal of much 
conglomerate accounting was simple: find ways to inflate carnings and share price” (p. 82), “[t]he basic tools used by 
conglomerators to, in effect, ‘fool the market’, included the price-earnings multiple, ... and pooling-of-interest accounting” 
(p. 83) and “EPS and PE ratios are the major factors that determine the ratio of exchange of shares in mergers” (p. 84). 
However, Crum et al, (forthcoming) find a model proposing that merger exchange ratios can be explained via nondecreases 
in EPS and P/E ratios (Larson & Gonedes, 1969) is not descriptively valid and, rather than one comprehensive merger 
strategy, Lessard & Sarhan (1988) found five distinct strategies among managers of recently acquiring firms. Furthermore, the 
claim that use of “pooling” accounting “fooled the market” into a higher price is not supported. Hong et al, (1978, p. 42) 
found: 

_ a Clear lack of evidence to support the hypothesis that using the pooling-of-interest method raises the stock prices of 
acquiring firms around the time or in the year after the merger. Investors do not seem to have been fooled by the 
accounting convention into paying higher stock prices even though firms in our sample using pooling-of-interests 
accounting reported higher earnings than if they had used the purchase method. 

Further discrediting to the contention (p. 86) that this “arithmetic gimmick” “produces a huge jump in profits ... which 
naturally. drives up the price of its stock”, is some evidence they found of higher stock prices for purchase-method companies 
and that Nathan (1988) found offer premiums to be negatively correlated with undertying goodwill — an indicator of the 
potential for carnings manipulation. 


‘Even if managers believe that accounting numbers “fool” investors, evidence does not suggest that investors In the aggregate, 
as proxied by market prices, are fooled. EH imply (p. 86) that switching to “less conservative methods of accounting for 
inventory and depreciation” was “another accounting trick” used for market manipulation. As a result of an investigation of 
different investment credit and depreciation accounting methods, Kaplan & Roll (1972, p. 245) concluded that “fe Jarnings 
manipulation may be fun, but we had difficulty in discerning any statistically significant effect that it has had on security 
prices”. Ball (1972) finds that a variety of accounting changes are relatively unimportant in their effects on stock prices. 
Although evidence is inconclusive regarding whether stock prices reflect the positive aspects of the tax savings from FIFO-to- 
LIFO inventory accounting changes, large sustained negative reactions —- consistent with fixation on the lower earnings 
numbers — are not evident (review Ball, 1972; Sunder, 1973. 1975; Abdel-khalik & McKeown, 1978; Brown, 1980; Biddle 
& Lindahl, 1982; Ricks, 1982, 1986 as a group). Besides, LIFO-to-FIFO switches (those that generally increase carnings) are 
rare absolutely and relative to FIFO-to-LIFO switches (see Sunder, 1973; Hunt, 1985; Johnson & Dhaliwal, 1988; Pringle, 
1987), and evidence is against the use of LIFO switches in conjunction with changes that EH argue accompany takeovers 
(management changes — Eggleton et al, 1976; leverage and interest coverage — Hunt, 1985; earnings growth —~ Morse & 
Richardson, 1983), while other economic variables are assoctated with inventory choice (Eggleton et al, 1976; Hagerman 
& Zmijewski, 1979; Biddle, 1980; Morse & Richardson, 1983; Lee & Hsieh, 1985; Hunt, 1985; Pringle, 1987; Cushing & 
LeClere, 1988). 
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ment directed at the future.’ Jensen (1988, pp. 
27—28) provides an alternative explanation to 
the myoptic market assumption: 


Instead of supposing that the myopic market is punishing 
managers for their foresightedness and for being right, 
suppose some managers are simply mistaken — that is, 
their strategies are wrong ~~ and that the financial mar- 
kets are telling them they are wrong... If the managers 
are indeed wrong, it is desirable for the stockholders and 
for the economy to remove them to make way for a 
change in strategy and more efficient use of the resources 


(my emphasis). 


If managers hold the beliefs attributed to them 
by EH, those beliefs could be self-fulfilling in a 
nonmyopic market for corporate controL® 


10 1 
POTENTIALS FOR ENRICHING THE ANALYSIS 


The evidence of EH plus that presented here 
suggests that accounting as rhetorical framing 
may have been effective in commodifying and. 
legitimizing takeovers and current corporate 
forms (and possibly in rendering the potentially 
inhibitive socio-legal institution blunt and: 
legitimizing [Hirsch, 1986]) but less successful 
in affecting the stock market. In that role, the 
magical power of accounting may be its ability to 
rationalize decisions that are basically economi- 
cally rational from a capital providers’ 
standpoint (Meyer, 1984), not its ability to 
“fool” investors into acting against their best in- 
terests. Such rhetoric may have allowed owners 


EH presume that investors are only interested in instant earnings and that this fixation resulted in a negative approach to 
long-term growth, i.e. investors react negatively to internal expansion. That firms with the same EPS command different share 
prices suggests that the market looks beyond current income for value. Coincident evidence is that mergers have been 
concentrated in industries with low growth potential/overcapacity (Jensen, 1988, pp. 24-25). McConnell & Muscarella 
(1985) found that, except for the oil industry (experiencing overcapacity) and public utilities (with virtually fixed capacity), 
stock prices responded positively to increased investment and negatively to reductions in investments. Stock price reactions 
to oil industry restructurings, which reduced capacity and involved large write-offs against profits, have been positive. 
Maloney & McCormick (1988) find that intermittent production (excess capacity) as a basis of merger is strongly associated 
with a reduction in systematic market risk, indicating that product expansion to utilize capacity and production consolidation 
are valued. 

The contention that “it remains much easier to buy assets on Wall Street than to create them” (p. 91) may be true for 
industries with existing underutilized assets, but is not true in general; otherwise no new assets would be purchased. For 
example, Hirsch (1975, pp. 354-335) notes that excess capacity in antibiotic production in the later 1940's made further 
investments unprofitable and contributed to a restructuring of the pharmaceutical industry. Palepu (1986) finds that firms 
with a mismatch between growth and resources are more likely to be taken over than other firms. The level of overall business 
expenditures for new plants and equipment in 1987 was 425% of the 1970 level, even though expenditures were flat or 
declined in overcapacity industries like petroleum and primary metals (U.S. Department of Commerce, 1988, Table 853). 


SSee footnote 5, above. Furthermore, a Securities and Exchange Commission study (1985) found that increased institutional 
holdings are not associated with decreased R&D and that stock prices react positively to increases in R&D; while Pound et 
al, (1986) found institutional holdings in target firms are /ess than in other firms. In the approximately 600 1976-85 
acquisitions studied by Hall (1987), acquired firms’ R&D-to-sales ratio did not differ from those of other firms in the same 
industry nor did merger-firm changes in R&D differ from concurrent changes made by other firms. 


"However, the evidence does not establish that investors are clairvoyant in their appraisals of the value of 2 corporation — 
they are susceptible to overreactions, adjustments and technical imperfections (Brown & Harlow, 1988; Brady, 1988). 


SEH argue (p. 90) that the conglomerateurs’ “real legacy was the logic behind [their financial] techniques. This logic revolved 
around their willingness, or their zeal, for capitalizing on whatever the stock market was valuing.” If investors value trading 
off current profits for investment and research & development expenditures, restructuring of overcapacity even if it “hits” 
earnings, and distributions of underproductive assets, but do not value pooling and expenditures made simply for internal 
growth’s sake, what is the prospect for a manager who according to EH (p. 91), makes decisions based upon the belief that 
he cannot afford “to ignore the immediate impact that any policy may have on share price” and believes that “share price.. 

as the primary source of legitimacy for the firm” is incompatible with “internal growth, or development” or any decision that 
reduces carnings? Could some managers’ belief in and use of “accounting magic” have mottvated them to do “all the things 
[they] use to consider bad management” (p. 91); which lead to their displacement and takeover, fulfilling their own beliefs 
and fears. 
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to reassert their socio-legal property rights by 


defusing the outrage that may have developed 
had takeovers been viewed as irrational or 


overly disruptive of the social order (see Hirsch, 
1986, Table 3) and, thereby, have reduced the 
separation of ownership from control. Such a 
reassertion and reduction would have the effect 
of reducing the power of managers to pursue 
corporate wealth maximization (Donaldson, 
1984) or other interests in conflict with those of 
investors (e.g. generation of “free cash flows” 
(Jensen, 1986]). 

Paramount in the EH analysis are the con- 
tradictions arising out of the conflicts of interest 
between managers and investors as owners. 
Agency theory approaches to takeovers and cor- 
porate control (e.g. Jensen, 1986) provide one 
framework for explicitly exploring the conflicts 
and contradictory relationships between own- 
ers and managers that may provide insights 
(Zald, 1986, p. 328). That type of analysis need 
not supplant the present one. However, as an al- 
ternative or supplemental explanation to “ac- 
counting magic’s fooling the market”, considera- 
tion should be given to the extent that rational 
but conflicting behaviors are being pursued. 
Meyer (1984, p. 7) warns that: 

Theorists developing a model in terms of a particular 

metaphor ... can come to believe in their theories so 

strongly and apply them so literally as to transform the 
theories into myths (Hesse, 1980). Such theorists under- 


value rival theories and become susceptible to seeing or- 
ganizational life as a metaphor for their own theories. 
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Relatedly, rather than positing a disengagement 
(independence) of the production and financial 
exchange economies, consideration should also 
be given to the alternative possibility that a 
superordinate organization is being in- 
stitutionalized across one-way permeable boun- 
daries (see Scott, 1987; Covaleski & Dirsmith, 
1988),’ with accounting rhetoric both activat- 
ing and being activated to rationalize stakehol- 
ders’ unequal rights and managerial discipline 
(Scharfstein, 1988; also see Miller & O'Leary, 
1987). Meyer (1986, p. 349) points out that 
Western rationalization of means—ends relation- 
ships, via the legal organization of things as prop- 
erty linked with rules of property and member- 
ship, amounts to the social construction of real- 
ity in a grand control structure; and Scott (1987, 
pp. 500, 509) argues that the important struggle 
may be not over intrainstitutional definitions but 
a boundary struggle over which interest-driven 
institution is the controlling one. The socio-legal 
system sets bounds on allowable penetrations of 
one institution by another. 

As may be surmized from the discussion 
above, I believe that much of the evidence lends 
support to either rationalization or rationality. 
Given that theories of rationalization and ration- 
ality are likely to be at once compiementary and 
competing, the challenge is to specify the ways 
in which they are complementary and compet- 
ing and to specify conditions sufficient for refut- 
ing each theory (Neimark & Tinker, 1986). Such 


*Covaleski & Dirsmith (1988) point out that one criticism of the institutional perspective is its apparent inattention to power 
and self-interest. Meyer & Rowan (1977) presume that organizational conformity serves as a facade for basically undisturbed 
operating processes. Powel! (1985) challenges the underlying presumptions regarding extraorganizational power. The 
issues are whether extraorpganizational interests lack the power to actively influence intraorganizational operating processes 
and whether an organization has the power to unilaterally challenge or abandon institutionalized structure during periods 
of crisis. As Covaleski & Dirsmith point out, the ability of the organization to unilaterally decouple itself from established 
norms and yet escape coercion is highly problematic. 

In a struggle over whether existing managers or investors will contro! the firm and how assets as employed, managers 
would like to perform reporting rituals that would pacify investors into providing capital but remaining passive, leaving 
operations to them. If managers influence investor expectations they have penetrated the financial (investor) boundary. 
Investors would like managers to operate the firm to meet tkeir investing needs. As long as investors meet the norms and 
traditions quoted earlier from Graham & Dodd (1934), managers can obtain resources without the firm boundary being 
penetrated. If, on the other hand, investors are not influenced (fooled) by the ritual (reporting) —- even if managers believe 
in the power of the ritual itself — investors as “owners” have the coercive socio-legal power to require managers to cither 
alter operations to meet their needs or to be replaced, the investor institution has penetrated that of managers, managers are 
unable to decouple firms from investor standards, and the result may by that firm operations are subsumed by the financial 
institution. 


ACCOUNTING MAGIC AND CORPORATE CONTROL = 103 


a challenge can be fulfilled only through a rationalist setting and demonstrating its rhetori- 
broader appreciation of the potential explana- ` cal abilities in commodifying and legitimizing a 
tions for social observations. The contributionof socio-legal creation of a capitalist society — the 
the EH paper is that it broadens that appreciation conglomerate corporation. 

by taking accounting from within its traditional 
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Abstract 


This paper sets out to explore various aspects of the relationship between the use cf accounting information 
for performance reporting and control and the formulation and implementation of business and corporate 
strategy. It does this by means of a case study of the acquisition and subsequent management of “ELB Ltd” 
by “Conglom Inc.” The case gives an account of the structuring of relationships both between the 
Corporate centre and ELB senior management, and within ELB itself. A very complex picture of the 
relationship between strategy and accounting emerges. Although accounting results are often taken as a 
proxy for the relative success of strategy, the case suggests that in this respect accounts typically conceal 
as much as they reveal. Especially with a conglomerate structure it is quite possible for corporate financial 
“success” to be realized at the expense of the long term strategic positioning of individual unit companies. 
The paper illustrates how the sharing and integration of market knowledge required for the successful 
formulation and implementation of strategy can conflict with the conformity and distorted communication 
encouraged by the hierarchical use of accounting controls. It also describes some of the positive effects that 
can be realized from deliberate attempts to integrate strategic decision making with routine accountability. 


Our determination to continue the pursuit of goals deter- 
mined 30 years ago by the management still running the 
company, is the secret of Conglom’s success. 

We invest in good quality businesses, which provide 
essential services and goods to industry and the con- 
sumer and thereby obtain an improving return for our 
shareholders in terms of earnings per share and dividend 
growth. There are only 50 executives in our Central 
Headquarters concentrating on financial and strategic 


control, leaving operating company management with 
clear responsibility for running their business. 


The above clear statement of a corporate 
Strategy comes from the Chairman’s report in 
the 1987 accounts of Conglom Inc. What are we 
to make of such accounts? They are certified as a 
true and fair account of the company’s affairs and 
yet they are also clearly a carefully prepared pre- 
sentation of self by the Corporate Group to its 
shareholders. Such a presentation of self is of par- 
ticular importance to a group such as Conglom. 


Formed in 1957, Conglom Inc. has grown 
rapidly so that by the end of 1987 it consisted of 
a group of some 50 companies with total sales 
for the year of £2500 m and profit before tax of 
some £260 m. Most of this growth has come 
through acquisitions and consequently Con- 
glom depends upon its repeated ability to per- 
suade existing and potential shareholders of the 
superior quality of its asset management. For 
such shareholders it is perhaps judged unneces- 
sary to go beyond what can be gleaned from a 
careful analysis of the figures. Yet there is a great 
deal that accounts do not make visible. 

Part of the concern in this paper is to shed 
light on what such accounts both reveal and con- 
ceal. Accounting does far more than offer a 
frozen image of reality. As part of a technology of 
control within organizations, accounting shapes 
the activities and relationships which it then 


*This paper was written on the basis of research carried out whilst working at the Centre for Business Strategy, London 
Business School The following account of strategies and accountings in a U.K. conglomerate has been written so as to conceal 
the identities of the companies and individuals involved. As a result the market information, in particular, seems somewhat 


incredible. 
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reports upon. The above extract from the Chair- 
man’s statement suggests that Conglom’s pursuit 
of its strategy depends upon a particular form of 
internal organization: a small corporate group 
focuses on acquisitions and the financial and 
strategic control of existing business, whilst 
operating units are left with responsibility for 
running their businesses. It is this form of organi- 
zation that is judged the “secret” of Conglom’s 
success. The second concern in this paper is to 
explore the relation between accounting and 
Strategy; to explore how the climate created 
around the use of accounting information as a 
means of internal control within organizations 
intersects and combines with processes con- 
cerned with the formulation and implementa- 
tion of strategy. 

Congiom can be characterized as an “M-form” 
organization and, like many of the advocates of 
M-form (Chandler, 1962; Channon, 1973; 
Williamson, 1975) the chairman’s report 
suggests a wholly positive and unproblematic re- 
lation between this form.of internal organization 
and the results it secures. A recent study (Goold 
& Campbell, 1987) of 17 multidivisional com- 
panies in the U.K., however, offers a description 
of the role of corporate management which 
suggests a number of difficulties in the division 
of labour between strategy and operations 
which is at heart of this form of organization. 

Rather than discovering a uniformity of prac- 
tices, the Goold & Campbell study describes 
three distinctive approaches to the management 
of strategic decision making and operational 
control A “strategic planning” approach 
whereby the corporate centre takes to itself the 
duties of strategic decision-making both in terms 
of the overall composition of its portfolio and in 
terms of the long term direction of individual 
businesses. A “financial control” approach 
whereby the centre refuses an explicit involve- 
ment in the strategic direction of individual 
companies and limits itself to setting and 
monitoring clear financial objectives within 
which units have to realize their own strategic 
objectives. And finally, a “strategic control” 
approach whereby the corporate centre seeks to 
control unit companies both in terms of financial 
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performance and in terms of strategic objectives 
which the unit companies themselves propose. 

The study documents a number of advantages 
and disadvantages that each approach has rela- 
tive to the others. With the “strategic planning” 
approach corporate management find that 
having involved themselves in the formulation 
of long term objectives for a unit it is then dif- 
ficult to enforce short term financial objectives. 
For their part, unit company management resent 
the interference of distant central management 
whose knowledge of their particular business is 
often both sketchy and out of date. With the 
“financial control” approach the refusal of cen- 
tral management to become explicitly involved 
in the strategic direction of particular units 
avoids the problems of central-interference and 
potential ignorance. It also allows the imposition 
of clear unambiguous financial accountability on 
unit company managers. The danger with this 
approach, however, is that long run strategic 
goals of individual businesses will be sacrificed 
to the pressure for short term financial perform- 
ance. 

The “strategic control” approach can be seen 
as an attempt to avoid the difficulties of both 
“strategic management” and “financial control”. 
The problem of central ignorance is to be 
resolved by a focus on a few “core” businesses, 
and within these by unit company management 
retaining responsibility for the formulation. of 
strategic plans. The centre then seeks to avoid 
the dangers of too long or too short term a focus 
through a balance of financial and strategic con- 
trols. In practice the danger of this approach is 
that rather than avoiding it actually combines 
the disadvantages of the other two approaches. 
It is difficult to find measures of strategic effec- 
tiveness and consequently the central concern 
with long term strategy both blurs account- 
ability and weakens short term performance. At 
the same time unit company management still 
resent central interference and ignorance, 
which they claim distract energy and attention 
from their operations and markets. 

Taken together these three approaches can be 
seen to build upon and reflect a central tension 
in the relation between corporate centres and 
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unit companies and a major difficulty in integrat- 
ing strategic management and accounting con- 
trol. For the formation of business strategy to be 
appropriately informed it is necessary for there 
to be a process in which knowledge is shared 
and integrated. In this respect the very distance 
of corporate management from particular opera- 
tions and markets is problematic. However, the 
centre’s capacity to impose clear financial 
accountability is actually enhanced by their dis- 
tance and divorce from operations; responsibil- 
ity is not blurred by centre involvement. Any 
attempt to combine financial control and 
strategic management thus apparently threatens 
either to blur accountability and responsibility 
or sacrifice the long term future of the business 
for enforceable short term performance. 

In what follows I want to explore and make 
sense of this tension by means of a detailed 
account of the structuring of relationships 
within Congiom Inc. In March 1979 Conglom 
made a contested but ultimately successful bid 
for ELB Ltd. (The Electric Light Bulb Company ). 
The following account of Conglom focuses upon 
this acquisition and the subsequent manage- 
ment of ELB within Conglom. In developing my 
account I want to draw on an earlier paper 
(Roberts & Scapens, 1985) in which it was 
argued that the use of accounting information in 
organizations should be understood in terms of 
the role it plays in the production and reproduc- 
tion of systems of accountability in organiza- 
tions. In analysing the operation of systems of ac- 
countability we drew upon Giddens’ (1976, 
1979, 1984) theory of the “duality of structure” 
which explores the structuring of interaction in 
terms of 


three fundamental elements; its constitution as meaning- 
ful, its constitution as a moral order, and its constitution 
as the operation of relations in power. 


For Giddens action and structure are not 
opposites but rather presuppose one another. 
The “virtual order” of structures of signification, 
legitimation and domination are drawn upon by 
individuals in interaction thus structuring 
interaction. These structures, however, are 
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themselves only reproduced through being 
drawn upon in this way. In relation to account- 
ing we argued that it could be seen as a structure 
of signification which is drawn upon to negotiate 
the meaning of organizational events in routine 
practices of accountability. At the same time 
these practices enact and impose particular 
rights and obligations and relations of power — 
drawing upon and thereby helping to reproduce 
wider structures of legitimation and domination. 

This concept of structuring or “structuration” 
is not concerned with the visible patterns of rela- 
tionships, but rather with their production and 
reproduction through time. Compared with 
conventional discussions of structure, such a 
view of structuring is more pervasive, in that dis- 
cussion is not limited or falsely separated into 
the structures of internal organizations or of 
markets. It is more processual in that the struc- 
turing of organizations and markets is viewed as 
something which is a perpetual accomplish- 
ment. It is more contingent in so far as structure 
is seen as a condition. but not determinant of a 
constant and complex interplay of the negotia- 
tion of meanings, claims and counter claims to 
legitimacy, and the exercise of power in interac- 
tion between individuals and groups (Ranson et 
al., 1980; Wilmott, 1987). 

It is this view of structuring which will be 
implicit in the subsequent discussion of corpo- 
rate strategies and organizational accountings in 
Conglom Inc. The focus will be on both the 
actions of the Corporate Group and the manage- 
ment of ELB. An attempt will be made to use the 
case material to examine the strategies of both 
groups and the interplay between them, the 
various forms of accountability, both internal 
and external, and the particular structures of sig- 
nification, legitimation and domination that are 
both the medium for, and in part the outcome of, 
their strategizing and accounting. 


THE RISE AND FALL OF ELB 
On 24 December 1979 a team of three people 


from Conglom Inc. arrived at the offices of ELB. 
Conglom’s bid for ELB which had begun in May 
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of that year and which had been strongly con- 
tested in the subsequent months, had finally suc- 
ceeded on 22 December. Conglom Inc. paid 
some £105 m for the ELB Company. 

ELB began life in 1901, and by 1975 the group 
had a turnover of about £172 m with factories in 
the U.K, Europe, Africa and the Far East. Over 
60% of turnover came from goods manufac- 
tured in the U.K. and this dominance was re- 
flected in a divisional structure in which ELB 
U.K. and ELB International acted as Divisional 
Boards reporting to the ELB Main Board. 

In the U.K. there were five main centres of 
production, as well as a series of smaller special 
components and tooling companies. The head 
office of the group was in London, together with 
the senior UK. management and a research 
centre. Included in this Head Office group were 
the financial and management accounting func- 
tions. Reporting to the Financial Director, a 
financial and management accountant ran two 
departments of about 120 people in total. Un- 
usually perhaps, the financial controller manged 
the sales and bought ledger, cash and stock con- 
trol, whilst the management accountant handled 
the consolidation of the monthly, half year and 
year end accounts. Information was fed to them 
by clerks in the various factories, and in sales. 
Senior accounting staff took pride in the effi- 
ciency and professionalism of their departments. 

The problems in the organization of the 
accounting function only appear when it is seen 
in the context of the whole Company. Within 
the U.K., ELB was a near monopoly producer 
and, with demand growing, sales and profitabil- 
ity had increased some 10% p.a. over the pre- 
ceding 10 years. Their market dominance made 
it easy for them to pass on cost increases. As the 
organization of the accounting function indi- 
cated, the company was run on a highly cen- 
tralized basis — even members of the U.K. Board 
believed real power lay with the Main Board. In 
1973 this was populated by a group of 60 year 
olds who had all worked their way up through 
the various functions of the U.K. operations. The 
Company’s strong monopoly position, and appa- 
rently secure financial base, led these individuals 
to focus on achieving high volume production to 
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service the growing international demand for 
their product. 

In the factories this meant that performance 
pressure was almost exclusively oriented to 
volume, with Board members taking a personal 
interest in, and seeking ad boc information from 
factory managers on costings and particular pro- 
duct runs. 

Despite this personal interest the factory man- 
agers were organizationally separated from the 
Main Board by some five layers of hierarchy. As 
is often the case with centralized functionally 
based organizations, getting decisions involved 
going through lengthy, tortuous and often highly 
political chains of command. The pressure on 
factory managers was to conform with the cen- 
tral demand for volume, regardless of cost. 
There were costing systems within the factories 
but in practice the managers were not held 
accountable for them. There were factory 
accounts but these were produced centrally and 
their accuracy contested. As one factory man- 
ager described it: 


Our clerks fed all sorts of raw data up the line to Head 
Office, and that all got accumulated with everybody 
else's ad boc information. They crunched the old sausage 
machine, and miraculously out spewed one grand profit 
and loss account for the whole of the U.K. Then they tried 
to analyse it and split it up by factories. But of course 
when they gave it back to us, we didn’t recognise any of 
it as our own. And of course the timescale to produce all 
that was quite long so by the time we got it, it was out of 
date! 


In practice arguments over the validity and accu- 
racy of the factory accounts were irrelevant, for, 
by all accounts, volume not costs was the central 
pivot of accountability within ELB. 

In the years between 1973 and 1977 a whole 
series of unanticipated events began to overtake 
the company. World Wide Bulbs with their 
much more expensive but much longer lasting 
bulbs, made its appearance in the U.K. market, 
but moves within ELB to develop a similar pro- 
duct were blocked by Main Board members who 
believed that the company’s strength lay with 
their traditional products. Initial development 
work on long life went ahead but was hidden 
from the Board. The arrival of long life products 
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coincided with the beginnings of a decline in 
U.K. sales volumes, but in the U.K. factories 
volumes were protected by shifting more and 
more production to export on a marginal cost 
basis. One of the largest and most profitable ex- 
port markets for ELB was in Africa. In 1977 this 
market was closed to them for political reasons. 
Along with these changes in its markets, in the 
same period ELB suffered major internal change. 
The composition of the Main Board changed 
radically following the illness and retirement of 
several key members. The new Board embarked 
on a dual strategy. Internally they pursued 
further divisionalization. ELB International was 
split into ELB Europe and ELB Worldwide, whilst 
the U.K. was split along similar lines — Head Of- 
fice staff increased by about 100 to service these 
new divisions. Externally the development of a 
long life product was finally sanctioned in 1979, 
but the Main Board’s energy was mainly devoted 
to developing a “world brand” strategy. This 
Strategy involved harmonizing local brand 
names and was fiercely opposed by local and re- 
gional managers. By this time however, Group 
profit levels were beginning to decline. From a 
peak in profits in 1975 of £31 m on sales of £172 
m, they fell in 1978 to £17 m on a turnover of 
£240 m. For a while reserves were used to cush- 
ion the extent of the problem but in 1978 a cut 
in dividend signalled the Group’s problems to 
the City. The share price fell from a peak of 200 
p to 53 p at the time of the Conglom bid. 

This rather sketchy account of ELB prior to 
acquisition merely confirms the archetypal view 
of the problems of growth in centralized func- 
tionally based ofganizations. In part ELB’s senior 
management seem to have been seduced by 
their own successful history; they took their 
financial strength for granted and so pursued 
economies of scale of production with no com- 
plementary control of costs. In part they were 
the victims of their own centralized style of man- 
agement which denied operational management 
either effective reponsibility or accountability 
and led them to pursue strategies which, for 
many below them in the company, merely 
advertised their divorce from reality. Both the 
form and use (or lack of it) that was made of 


111 


accounting information merely reflected these 
wider organizational problems. 


DECEMBER 1979-SEPTEMBER 1980 


The team of three that came in from Conglom 
Inc. was made up ofa Group Executive, Malcolm 
Dreyfus, an accountant, Michael Briggs and a 
lawyer, Paul Walton. They immediately commis- 
sioned two audits. A business audit by a firm of 
chartered accountants which profiled the entire 
group in terms of profit and loss details, balance 
sheets, products and facilities and management 
C.V.s. This audit was completed by February 
1980 and was used immediately for the financial 
restructuring of the business. This involved the 
sale or closure of the bulk of the overseas opera- 
tions notably the factories in Africa and the Far 
East. 

In January 1982 World Wide Bulbs ap- 
proached Conglom Inc. directly, seeking to buy 
ELB’s European operations. After lengthy negoti- 
ations orchestrated by the Deputy Chairman the 
sale went through for some £37 m. Included in 
the sale were valuable patents and technology 
which had promised them a distinct competitive 
advantage over World Wide Bulbs. The U.K. 
operations, which appeared basically profitable, 
were left largely untouched apart from the 
closure of the group’s R & D centres in the South 
East. 

The second audit commissioned by Conglom 
was a survey of the market by an advertising 
agency. The sale of the bulk of the overseas oper- 
ations leaving ELB with operations only in the 
U.K. had in any case removed the organizational 
logic of a “world brand strategy”. Finally support 
was given to the surviving Main Board Director 
and Chairman of the U.K. division, Ray White, for 
his plan to move the Head Office up to the main 
production site in the North West and through- 
out 1980 much energy.in the U.K. was devoted 
to preparing for this move. Fortuitously the plan 
opened the way to begin the reduction of Head 
Office costs. For a while Congiom seemed to be 
grooming Ray White for taking over as Chief 
Executive of ELB. However, in August 1980 Con- 
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glom bought United Industries in which they 
had had a 20% stake for some years, and 
immediately moved Bill Thornton, the Chief 
Executive, into the Chief Executive role in ELB. 

Before discussing the. subsequent reorganiza- 
tion of the retained businesses under Bill 
Thornton I want to look more closely at the 
rationale informing Conglom Inc.’s action 
immediately post acquisition, and the reactions 
of the ELB management.: Michael Briggs, the 
financial accountant on the Conglom team, gave 
this account of the concerns and pressures at 
work at the time. 


Well very simply Conglom had paid £100 m for those 
assets and unless one was going to get earnings out of 
them that were going to give a reasonable return on that 
then it would have been a bad acquistion for Conglom... 
What we knew was that the Group had been weakened 
by poor management which had led to losses ina number 
of areas which had to be put right. Otherwise it could 
have pulled down the whole of Conglom. So the only 
thing we wanted to make sure we didn’t do, was to make 
sure we didn’t throw the baby out with the bath water. I 
suppose you're in a fairly high risk area there because at 
that stage your knowledge is fairly scant. 


Very clearly here Conglom’s concern with 
return on capital provides the dominant logic 
informing early decisions. Since Congiom was 
only about twice the size of ELB then there is an 
element of self protection in the rapid disposal of 
loss making units, and yet of course the pressure 
to protect Group earnings leaves open the 
danger of the team taking too short term a view 
and destroying future opportunities. 

By far the most.contentious decision taken at 
this stage was the sale of the European opera- 
tions to Worid Wide Bulbs. World Wide Bulbs 
dealt directly with Corporate Management 
rather than the acquisition team. The sale thus 
fitted the acquisition strategy of the Corporate 
Group and the decision was taken before the ac- 
quisition team had time to assess the European 
market strategically. 

Michael Briggs saw it as follows: 


if World Wide Bulbs hadn't approached us I honestly 
don’t know whether I personally would bave taken the 
decision so quickly ... we went through a period of ques- 
tioning it ourselves afterwards — certainly I did. 
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I think what we felt was that even if we put a bot of ef- 
fort into these companies, and even if we had a chance of 
doubling their profits, we were still only going to go from 
something like £1 m to £2 m. The whole thing would 
have been a major review job and easily a year could have 
gone by, consumed a lot of energy and time for which the 
upside was what looked, superficially anyway, fairly 
limited. 


Malcolm Dreyfus’s account took another track. 


We knew that in the U.K. we tended to be the price 
leader. We'd got 60% or 70% of the market and could 
lead on prices, Whereas in France one of their proposed 
ways out of their difficulty was to‘cut prices and go for 
volume. But that assumed that the competition would 
not fight whereas history said the opposite ~~ it was a self 
destructive view and the dangers of our, say, doubling 
our production and being left with all those bulbs, 
nothing could be worse. 


The acquisition team of course had the task of 
explaining the sale to the ELB management. 


There was a lot of heart searching here when this was 
going on, and we said “weil you've got enough on your 
plate to worry about here without worrying about fac- 
tories in France and Spain as well and we're just going to 
do it!” Two years on it is regarded by people here as a 
stroke of genius because it enmeshed the competition in 
a whole lot of problems in Europe and therefore has 
taken their eyes off the U.K. 


Compare the above rationalization of the Euro- 
pean sale with the following reactions from long 


term ELB managers. 


When they sold Singapore and South Africa, to some 
extent that was understandable. Because of the tremend- 
ous losses that these places were making, it would have 
needed too much management effort to get it right, but 
when they sold Europe I was making plans for another 
billet. I thought then and still think now, with hindsight 
that it was a disaster. 


You immediately shut the door on the one area where 
you could sell your high cost product, in a high cost mar- 
ket, a very high margin market. Not only that but having 
decided to sell the business, they sell it to the major 
bloody competition! 


The last thing anybody should get involved with, if they 
want to expand in the business they are in, is of course to 
get involved with a financially oriented company, 
because you're obviously dealing with different para- 
meters: the business in itself doesn't matter, its money 
that counts really. They will live to regret that for ever 
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and a day. Sorry, they will not live to regret it, we will: big 
difference, the Corporation don’t bother. 


I have dwelt upon the range of rationalizations 
and reactions to the sale of the European opera- 
tions because in embryo they seem to raise a lot 
of the issues involved in understanding the rela- 
tionship between corporate strategies and 
organizational accountings. As an event the sale 
seemed to have been an opportunistic response 
on the part of Conglom Corporate management 
to an approach by World Wide Bulbs. The logic 
of the acquisition for World Wide Bulbs was that 
they were buying market share. The sale for Con- 
glom fitted well with their whole style of growth 
through acquisition. It was a meeting of two very 
different sets of rationales. But Conglom’s inten- 
tions were not singular, nor were the effects of 
the sale. 

There is at least the suggestion that Conglom 
wanted to avoid highly competitive markets, and 
were happy to retreat to and concentrate energy 
and effort on markets where they had domi- 
nance and price leadership. Such a market 
strategy, however, also worked organizationally 
in a number of ways. It relieved the acquisition 
team, which had limited time and resources 
from a whole area of potential problems. It effec- 
tively removed a whole level of strategic com- 
plexity from the business —- Conglom typically 
try to avoid involvement in international 
businesses. Finally the criticisms of the ELB man- 
agement of the purely financial orientation of 
their new masters and their apparent indiffer- 
ence to the growth of the business, potentially 
had a positive side. Conglom’s apparent indiffer- 
ence to the strategic consequences for ELB of its 
corporate financial strategy clearly advertised 
the values of the new regime and the conditional 
nature of ELB’s membership of the group. In sum 
there is an apparently seamless relationship be- 
tween the corporate acquisition strategy, which 
requires Conglom to be able to show improving 
RoCE and EPS, a market strategy that allows 
them to reap the benefits of market dominance, 
and an organizational strategy to create simplic- 
ity and advertise the supremacy of its own 
financial objectives. As I hope to show in the fol- 
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lowing discussion of the routine structuring of 
relationships between Conglom Corporate 
Group and ELB, and within ELB, each strategy 
supports and informs the others, drawing upon 
and recreating a structure of power that serves 
the Conglom Corporate Group in the stock mar- 
ket, in product markets and with its own unit 
companies. 


THE STRUCTURING OF CORPORATE AND 
UNIT COMPANY RELATIONS 


The biggest strength that we have is that we have a Parent 
Board that is compictely divorced from the operating 
companies and therefore they're not emotionally 
involved in making light bulbs or making them in a par- 
ticular way. They're more involved in what is the return 
coming out of bulbs and if the return isn't as good in bulbs 
as we could get in something cise when maybe we should 
get out of bulbs. And so, if ELB’s resuits began to slow 
down, even if all the changes were in ELB managers’ 
minds for the sake of the future — alarm bells would start 
ringing. If they rang just for the local management then 
they’d say that there are very necessary steps that we've 
got to take because of their emotional commitment. But 
there’s one more body behind them, if you like, firing 
bullets. 


The meaning of “divorce” here is quite different 
from the “divorce” of the old ELB Main Board. 
The divorce of the ELB Main Board from what 
was happening both internally and externally 
was unintended and unacknowledged; they 
acted as if they were attached. By contrast Con- 
glom Corporate group both acknowledge and 
make use of their detachment. On the one hand 
it is a positive acknowledgement of the limits of 
Corporate knowledge. 


If you've got a loss maker it doesn’t take long to sort out 
what its chances are and to decide what to do with it. 
Whereas I wouldn’t know how to begin to organise a bulb 
factory in the North West. 


The Chairman makes a point of never visiting his 
unit companies, and the corporate concern with 
strategy focuses wholly on the corporate acquis- 
ition strategy. Corporate interest in the units is 
focused solely on the return they are yielding. 
The “divorce” of the Main Board insulates their 
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‘priorities from the contagious effects of commit- 
ment to people and products.and advertises to 
these same people the real possibility that the 
“divorce” could become absolute if returns are 
not adequate. Corporate indifference leaves unit 


companies free to determine their own business 


strategy but always within the context of the 
possibility of exclusion if those business strate- 
gies do not serve the Corporate concern with 
improving RoCE. 

The importance of this concern is embodied 


in a whole series of rules and practices that shape 


the routine contact between Units and the Cor- 
porate Centre. 

Great emphasis is placed upon the annual 
budgeting cycle. The rule informing budgeting 
is that Units should show a year on year improve- 
ment on RoCE and, if possible, profit growth. 
The budget proposals are initiated by the Chief 


Executive and Financial Director of the Units 


and initially agreed with the Corporate Com- 
pany Chairman and the Financial Controller. 
They are then agreed by the Group Chairman 
and Finance Director. Unit management are not 
present at such discussions. A quarterly report- 
ing cycle then tracks the progress of actual per- 
formance against budget. 

In a similar vein Conglom’s have a Capital ap- 
propriation system that requires central authori- 
zation for any expenditure over £1,000. There is 
a clear rule that investments with a payback 
period of longer thar 4 years will not be 
sanctioned and in this way their system is largely 
self sanctioning. However, the system is used 
both to advertise Conglom’s concern with gain- 
ing an adequate return for shareholders and to 
build commitment to proposals. © 


It is a wicked system actually because it leads to a very 
substantial commitment by the management of the divi- 
sion because they know that what they want to do is not 
mecting with approval or enthusiasm. But the Chairman 
is able to look me or my Chief Executive in the eye and 
say “All my people up bere are saying that we shouldn't 
do it, so how can you do this to me”. And if we agree to 
it, how can I be certain when all the figures say it won't 
work Can you squeeze more out of it! And he'll either 
squeeze a greater commitment financialfy or he'll get an 
cnormously strong commitment to what has been prom- 
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ised ... Its really putting the skids under the people who 
are planning to spend the money and its effective —— very 
effective — and it concentrates the mind something won- 
derful. 


Again one can sense the skilful use of corporate 
indifference to anything except financial 
returns; it draws divisional management onto 
corporate ground, and infuses corporate con- 
cerns into divisional actions. 

These financial rules and routines are sup- 
ported by a whole variety of subtler 


' mechanisms. The Corporate Group controls the 


appointment of the Chief Executive and Finance 


Director of the Units. Their salaries are linked 


directly to the budgeting system enabling them 
to earn between 25% and 40% above basic for 
performance which exceeds budget. In addition, 
the most senior managers in a Unit are offered 
share options up to four times their salary. 


Of the companies we take over we generally find that 
senior management might have a share option of say 
£20,000 if they're lucky, whereas we're talking of some- 
thing like £100,000. The influence that has is to get them 
to identify with Conglom, not so much that they can 


influence the Conglom problem, but that they recognise 
the contribution the company makes to Conglom, and 
also they might find it difficult to understand some of 
Congiom’s regulations like over capital expenditure. 
Once they became shareholders in Congiom they began 
to look at these things with shareholders’ eyes. It is easier 
then for them to be more amenable to the kind of things 
we are trying to do. 


Quite simply then, the corporate resources are 
used to align the calculation of self interest by 
key divisional managers with corporate object- 
ives. And this is not merely short term, for Con- 
glom’s constant acquisitions expand future 
career opportunities for successful divisional 
management. 

Finally Congiom’s Managers have designed a 
novel career path for their Finance Directors. 
Michael Briggs, who was to become Finance 
Director under Bill Thornton in ELB, began his 
career as a financial controller in the Centre. It is 
the role of these controllers to constantly 
monitor the performance of particular com- 
panies. It is a time when a young accountant can 
learn the ways of the most senior management, 
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and can be assessed by them. If successful they 


are then promoted out to be Finance Directors 


in Units responsible to a Chief Executive but 
with a dotted line relationship to a new financial 
controller. 


What happens inevitably with anyone who leaves the 
Congiom Office and works for a division is that after a 
while you go native. I think that’s bound to happen. | 
think they think that. But the advantage I have got is that 
if I want to have a chat with the corporate finance direc- 


tor I can do that and get things cleared up informally. 


Thus the formal distancing of the Centre is 
mediated by a period of socialization in which 
mutual knowledge and trust is built up between 
the Centre and key divisional people. This 
creates the conditions for some local autonomy. 


The merits of decentralization are often des- 


cribed in terms of the motivational advantages of 
granting local autonomy and responsibility. The 
meaning of “autonomy” and “responsibility” in 
Congiom has hopefully been clarified by the 
above discussion. The autonomy of local man- 
agement is heavily constrained by the 
mechanisms described above. Positively Con- 
glom’s management acknowledge that they do 
not have the knowledge skills or interest for the 
day to day running of the businesses — that is the 
concern of local managers. But the financial 
rules for being allowed to run the businesses are 
very clear and powerfully enforced. Their re- 
fusal to become directly embroiled in issues of 
business strategy means that local management 
can more easily be held unequivocally accounta- 
ble for the financial consequences of what they 
do. In the six full years since Bill Thornton took 
over as Chief Executive at ELB return on capital 
employed has risen from 12% to over 100%. 
Profits have risen from £18.4m to £37.6m on a 
reduced sales turnover. As Michael Briggs put it: 


We have undoubtedly taken a very strong stand with 
them over one or two things that we have wanted to do. 
And clearly you are in a position to do thar when you are 
producing a very high profit level and a very high return 
on capital Come the day when profits start to go down, 
then the rules of the game or the emphasis may change 
sligtitty. 
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Local autonomy, it seems, is the reward for suc- 
cessful conformity with central demands. 


THE RESTRUCTURING OF ELB 


Defending the market structure 


By the time Bill Thornton came in, most of the dirty work 
had been done in terms of all the Board had gone. The irk- 


some thing was selling the European operations which 
was a great emotional upset to everyone ... Now Td done 
that, so that when Bill came in he wasn't tarred with all 
that. 


The decisions made immediatley post acquisi- 
tion effectively left Bili Thornton with the task of 
devising a strategy for defending ELB’s tradi- 
tional dominance in the U.K For the first six 
months he retreated behind closed doors with 
the team he had brought with him together with 
Michael Briggs, now Finance Director, and an 
external consultant, to consider the strategy for 
the retained businesses. 

The business and market audits that Conglom 
had commissioned led to a questioning and reap- 
praisal of two main assumptions that had 
informed the decisions of the ELB management. 
The first assumption concerned the nature of 
economies of scale in the business. For the ELB 
management the belief seems to have been that 
economies of scale lay in production, and their 
control systems and the organization of produc- 
tion reflected this assumption. The market audit, 
however, questioned this belief and pointed to 
the strategic importance of economies of scale 
in marketing and distribution. The protection of 
market share was seen to rely crucially on the 
possession of a distrubtion network and on the 
firm’s ability to fund media advertising. Both fac- 
tors create significant barriers to entry for firms 


= with a market share below 15%. 


ELB had the advantage of an established van 
sales distribution network, but a very low adver- 
tising budget. World Wide Bulbs were at this 
time the only other competitor with a market 
share above 15%, and significantly, they were 
spending a much higher proportion of sales 
revenue on advertising than ELB. 


116 


The second assumption to be questioned con- 
cerned the apparent profitability of the U.K. 
operations. What the market audit made clear 
was that if the experience of the U.S. and French 
markets were repeated in the U.K. then ELB 
would face an inevitable collapse of sales and 
profitability in the next couple of years. The 
decline of sales volume would be due to the sub- 
stitution of long life products for ordinary. ELB 
were at this stage without an adequate long life 
product and had been covering the decline in 
the volume of U.K. ordinary bulb sales through 


marginal cost export sales. Whilst entry into the | 


long life market was needed to counter World 
Wide Bulbs, this would inevitably increase the 
rate of decline of ordinary sales. 

This then was the view of the nexus of prob- 
lems that the turn-round team developed and 
which formed the context for the subsequent 
Strategic decisions they took. Although the 
growing dominance of long life, with the con- 
comitant loss of volume in ordinary bulbs was 


accepted as an irreversible trend, a strategy was’ 


adopted designed to slow down ELB’s loss of 
market share. 

It was decided to remove the cushion of mar- 
ginal cost exports by insisting on a 20% RoCE for 
export business, thus accelerating the antici- 
pated volume decline. In October 1981 a long 
life bulb was launched to compete directly with 
World Wide Bulbs. In 1982 the existing range 
was rationalized. 

Before describing How this strategy was 
realized, it is worth noting the assumptions that 
inform the drive for competitive advantage. 
These were described by the Marketing Director 
of ELB in the following way. 


Prices are more stable and higher in the U.K. than in 
Europe but the band is tighter and we maintain that 
through advertising. Marketing as a process is about 
establishing and maintaining market imperfections, to 
establish that your products are so different in character 
from lower end offerings that they cannot be considered 
as similar. Its not coincidental in the least that we have 
the best product because only if we start with some valid 
technical claim that you then advertise intensively can 
eae Compre 10m and so 
feed the cycle. 
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Competitive advantage is the current 
euphemism for market power. The strategy is to 
seek advantage not competition. As mentioned 
earlier, the competitiveness of the European 
market was part of the rationale informing the 
sale to World Wide Bulbs. However, ELB’s domi- 
nance in the U.K. which was taken for granted at 
the time of the acquisition, was revealed on 
closer inspection to be at risk from Worid Wide 
Bulbs and long life substitution. Hence the new 
product strategy. However, the underlying 
problem that remained was how to fund the 
advertising campaign needed to launch the new 
products in a period of declining volumes and 
sales. As Bill Thornton described it: 


The advertising report suggested we'd slow the decline, 
but we wouldn’t reverse it. I mean it wouldn't be going 
up — it would be going down at a slower rate, and that 
only with an injection of something like £5 m into adver- 
tising. And I was saying “where is all the money for adver- 


tising coming from”. 


It might be thought that this was the time to 
approach Conglom inc. for an injection of capi- 
tal. Instead Bill Thornton devised a strategy for 
the reorganization of ELB which was designed to 
cut costs ahead of the decline in volume and thus 
provide the margins internally with which to 
fund a major increase in advertising. His crisis 
view of the underlying trends for the business 
and his equally radical plans for their resolution, 
were announced to management at the first 
annual conference in March 1981. That solu- 
tions were sought within ELB rather than draw- 
ing on the resources of Conglom Inc. reflects 
and reproduces the divorce of the corporate 
group from unit companies and shows the way 
in which costs, risk and profits are distributed 
unevenly through Conglom’s form of organiza- 
tion. 


Restructuring operations within ELB 

In the period immediately following acquisi- 
tion much of the energy and attention of the U.K. 
management was absorbed by a plan to move the 
Head Office to the main production site in the 
North West. This was seen as part of a move 
towards creating a wholly centralized operation, 
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as well as providing the opportunity for reduc- 
ing Head Office costs. When Bill Thornton took 
over as Chief Executive, this move was only 
three weeks away. Many of the key staff had al- 
ready bought houses in the North West and were 
poised to move. Bill Thornton, however, felt the 
move would create a structure that would be un- 
workable and he decided to stop it. In this he 
received the somewhat startled backing of Con- 
glom Inc. Houses were resold, staff who had 
been hired in the North West were laid off, some 
of the London staff were rehired. 

Behind this rapid and disruptive reversal of 
policy lay Bill Thornton’s belief in the merits of 
a decentralized structure for realizing the cost 
savings upon which his market strategy 
depended. He proposed a structure whereby 
each factory would be treated as a separate profit 
centre selling to a reorganized trading division. 
The factory managers, who previously had been 
separated from central management by several 
layers of hierarchy, now became factory direc- 
tors reporting directly to Bill Thornton. 

A vital element of decentralization involved 
the redesign and implementation of a decen- 
tralized accounting information system based on 
the factories and Michael Briggs, now Finance 
Director, with only a handful of central staff, was 
charged with creating such a system within six 
months. Suddenly the accounts payroll clerks in 
the factories were required to become account- 
ing managers responsible to the factory direc- 
tors for producing the accounts. To the surprise 
of those involved, most individuals survived the 
transition and within nine months a rudimentary 
but essentially satisfactory set of decentralized 
accounts were being produced. In subsequent 
years this rudimentary system has been con- 
stantly refined and for five years has been built 
around the management of four key ratios: profit 
to sales, sales to capital employed, sales to inven- 
tory and sales to working capital. In the first year, 
on the basis of these systems, productivity gains 
of some 30% were achieved. In subsequent 
years improvements of some 8% p.a. have been 
achieved. Return on capital employed has risen 
from 11% in 1979 to 90% in 1986. In what fol- 
lows I want to describe my sense of how these 
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results have been realized. Rather than concen- 
trating on the formal elements of the system, I 
want to focus on the performance rules that have 
been applied through the decentralized systems, 
the style of accountability that has characterized 
their use and the conscious attempts that have 
been made to develop links between routine 
accounting and an overarching and widely un- 
derstood strategic vision. 

At the first management conference held in 
March 1981, in order to reduce unit costs ahead 
of the anticipated volume decline, the following 
performance rule was announced. 


Product conversion costs will be held constant in the 
face of inflation and volume decline. In addition 20% of 
material inflation will be absorbed. Any factory that fails 
to meet this nile will be rationalized and its operations 
absorbed into a successful factory. 


For Head Office management the benefit of the 
decentralized accounting systems lay in the 
ability it gave them to impose such a perform- 
ance rule and hold the factory directors account- 
able for its achievement. The factory directors 
could no longer argue about the accuracy of in- 
formation they themselves produced. There was 
apprehension about the severity of the new 
ground rule. 


I was obviously apprehensive about certain of the rules, 
the 80% of the material costs rule for instance was 
horrifying because what had happened previously was 
that as volume had gone down costs had gone up. Now all 
of a sudden volume was going to go down and costs 
weren't going to go up at all. But it was clear what he in- 
tended, there was no ambiguity about it, but I was very 
apprehensive that we'd achieve it. 


Thus the ground rules advertised the standards 
of the new regime. Factory directors had to be 
financially literate now for it was in these terms 
that they were held 2zccountable and failure to 
meet the rules held the clear threat of rationali- 
zation. At the same time, however, the severity 
of the rule and the threat of rationalization 
which decentralization allowed also served to 
empower and enable the factory directors. 


By working for the Chief Executive all of a sudden you _ 
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felt as though you were going to belong again. Its a totally . 


different world. Bear in mind that before I'd had no 
financial involvement and no involvement in volume 
decisions. Now I had control of the factory again. I had 
financial controls, The ball was in my park. 


Not only did the factory directors have greater 
authority in the company, but also the unam- 
biguous threat of rationalization could be used 
to energize and integrate activity within their 
own factories; their survival, individual and col- 
lective, was at issue, but at least was in their own 
hands. 

This balance between imposing and enabling 
is helped by a style of routine accountability that 
emphasises trust and autonomy. 


Bill's whole style isn’t to go around shooting bullets, but 
it is to hopefully demonstrate in discussions with focal 
management that they have appreciated this particular 
probiem that needs handling and this is what they have 
done about it. Obviously he likes to be fully armed with 
information before he talks with them. But he always 
works very positively, not in any sense trying to show 
them up of find fault, but to discuss rationally what prob- 
lems there are and what they have already done about it. 


There is a singular absence of post mortems or 
ritual humiliations around what has happened. 
Instead the focus is on what has already been 
done. Nor is the focus on a comparison of actuals 
to budget but rather it is on trends. 


Once you set up trend analysis of ratios then it puts the 
whole discussion about a pargicular cost on 2 totally 
different plane. So instead of looking at one month and 
saying ‘too bad, in the month of May we were £200 be- 
hind budget’ or they say ‘It was the cold weather’ or ‘It 
was because we made a few more bulbs’, which all puts it 
on 2 superficial short term basis, If you can actually put 
them into a ratio form you have a much longer timescale. 


Bill Thornton himself talked of the damaging 
nature of what he called “suspicion manage- 
ment”, the double guessing and surveillance that 
advertises distrust. It is as if the accounting sys- 
tem is the vehicle of surveillance, leaving senior 
‘Management in a complementary rather than 
coercive role. Factory managers are free to seek 
advice, but on the understanding that whether 
they accept or reject it, it is their responsibility 
anyway. 
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In some respects the decentralized systems 
within ELB seem merely to reproduce within 
ELB the structures that shape relations between 
Conglom and ELB senior management. 
Autonomy is the reward for conformity with 
clear and strongly sanctioned financial rules. 
The sanctions are not entirely negative; bonus 
systems for both middle mangement and the 
shop floor are tied directly to productivity gains. 


However, whilst in Conglom Inc. strategy is 


clearly a corporate responsibility deliberately 
divorced from the operating companies, within 
ELB there has been a very deliberate and con- 
scious attempt to link routine accounting prac- 
tices with the development of a wider strategic 
vision. This is done by means of two annual con- 
ferences: a management conference where the 
most senior twenty or so managers report to 
middle management on the past year’s activity 
and their plans for the coming year, and a budget 
conference where the senior managers meet to 
review and agree the budget for the coming 
year. 


Conferences — the art of managing meaning 

Whilst conferences are commonplace in 
many organizations, within ELB the “conference 
technique” is seen as the central pivot of the 
management strategy. At least by design, the 
conference is intended to establish a different 
form of accountability which both balances and 
reinforces routine accounting practices. It is 
impossible here to focus on the overt content of 
the conferences and instead I want to concen- 
trate on the strategy that informs their ust. 

At one level the conference technique can be 
seen as a device which provides a series of con- 
texts in which meanings can be shared and 
created. The process begins with a tour by Bill 
Thornton of the factories — the opportunity for 
a series of face-to-face conversations. Here the 
climate created by the flattened, decentralized 
structure and accounting controls sets the tone 
for relatively open communications. Strategy 
formulation is the responsibility of the central 
group, but through such conversations Bill 
Thornton is informed and the senior managers’ 
real understandings are included. The process 
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then moves to a pre-conference meeting of the 
top twenty or so managers held over two days 
which reviews the past year and formulates 
plans for the coming year. Here is a context 
where everyone can inform and be informed 
about what is happening in the company as a 
whole; all the partial meanings can begin to be 
integrated into a coherent picture of the whole; 
everyone can understand the significance of 


their own and other’s actions. On this basis col- ' 


lective responses and plans can be built up and 
individual plans can be formulated in the con- 
téxt of the whole. Having agreed the core out- 
line for the main conference, the individual man- 
agers then return to their functional areas and 
begin work on their individual presentations. In 
this process a further group of subordinates are 
involved thus further widening the process of 
collectively defining and responding to a com- 
mon sense of the reality facing the company. 
Finally there is the preparation for and staging of 
the conference itself. The fact of knowing that 
they have to make a public presentation forces 
those involved to clarify their thinking; for three 
days’ presentations are prepared and rehearsed. 
At the same time the most senior managers work 
to build a coherence around the individual 
stories being told. If all works well then the audi- 
ence receive a detailed and coherent picture of 
the reality facing the company and the plans that 
exist to respond to it. 

Bill Thornton described the impact of the first 
conference in the following way. 


Well, I think its rudimentary really. You give them the 
facts of the business honestly. It was obvious to them that 
the whole of the senior team had worked very hard pre- 
paring an in-depth analysis of the business. It wasn’t just 
me, it was all my colleagues, it was a number of the fac- 
tory managers, it was managers of the trading division. 
Collectively it added up to a very powerful story... I 
think the main thing that came through was that it was all 
true basically. People seem somehow to prefer to know 
the truth even if its bad news than to be kidded along. 


At the level of meaning then the whole confer- 
ence process is an iterative and cumulative one; 
like an ever widening and increasingly clarifying 
conversation that builds and then communi- 
cates the “very powerful story”. It is both a calcu- 
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lated technique and a real process into which 
everyone is drawn. It focuses the collective 


_mind and with such a focus, thinking and under- 


standing is developed and integrated, marking 
the passage from year to year. Although the pic- 
ture presented has repeatedly been a difficult 
one, at least it means that as events unfold in the 
subsequent period and people are asked to do 
difficult things, they have some understanding of 
why they are necessary. Their actions and the 
action of others around them are given a wider 
significance. 

The importance of creating this context of 
meaning is perhaps made more obvious if one 
considers its absence. What would be laid bare 
would be the dominance of Conglom’s financial 
interests. In discussing his management style Bill 
Thornton compared it to the McKinsey 7’s 
approach (Peters & Waterman, 1982) 


The one that we’re weak on is superordinate goals. 
What’s it all for? Is it to make the Chairman richer, which 


isn’t a superordinate goal that many people can identify 
with? Is it to make us all richer employees? I don’t think 
that one’s very useful because you're in the area then of 
is it going to be fewer higher paid guys or more lower 
paid guys. You're in the area of playing God. 


His own sense of mission seemed to be about 
creating a competitive British Industry for the 
time when oil revenues decline. 


Our contribution to the total scheme of things is to make 
sure that there is some British Industry in 10 years time 
and that it can actually penerate wealth. 


ELB is presumably just a symptom of the crisis 
and yet this sense of crisis, explained and elabor- 
ated, provides, I suspect, a much more powerful 
set of meanings through which to mobilize col- 
lective action than the rather barren concern 
with improving RoCE. Indeed the sense of crisis, 
of common external threat to survival, that the 
conference builds and maintains has allowed 
Conglom’s instrumental financial concerns to be 
realized more easily. It masks and sets them ina 
different context. 

The conference technique then builds shared 
understanding and knowledge. At the same time, 
however, it is seen to build a sense of strong 
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reciprocal rights and obligations. The potential 
value of decentralization is that it can lead to the 
building of very strong local teams and in this 
way release a lot of energy and initiative. The 
fear is, however, that the strength of the local 
bonds will weaken the integration of the whole 


With a highly decentralized, profit motivated, bonus 
incentive set up, you could casily get — and [ve seen 
vague snatches where I could see that under a different 
regime we could have got —- anarchy, but the conference 
technique gives an important counter balance. 


Especially in the small pre-conference meetings, 
and the budget conference of senior managers, a 
context is provided where different functional 
interests can be reintergrated. In a context of 
declining volumes and redundancies, it is 
perhaps inevitable that the different functional 
areas should each blame, question, and chal- 
lenge the others as to whether they are doing 
enough or doing what they should be doing. 


What happens is that everybody, in effect, has an input to 
the strategy and therefore they're all committed to it, 
They are just sufficiently plugged in to feel part of it and 
they know what the ramifications are to that. They are 
living in this tricky worid of external threat and somehow 
there's then this kind of communal thing, as much as any- 
thing cise. But in many ways that’s the key to it. This 
breaking of the functional barriers and the level barriers. 
In thinking it through that’s very much a conscious part 
of the whole way it’s run. 


The conference technique provides a context 
where conflicts can be surfaced and then used 
constructively to draw individuals into demand- 
ing and giving commitments to each other. 
These reciprocal commitments are then de- 
- tailed and advertised to the middle management 
at the main conference. 


The senior Management were demonstrating commit- 
ment to the middle management and they’re demonstrat- 
ing the team thing as well and everything feeds in 
together. What each guy says is supportive of what the 
others are saying. So all the clements are there and all the 
senior guys are committing themselves, so actually this 
commitment thing becomes a normal behaviour and the 
teamwork thing becomes a normal behaviour and so sud- 
denly you've got a quite different climate in the company. 


JOHN ROBERTS 


If it is successful then the conference builds not 
only a shared definition of reality but also a set of 
commitments that counters the potentially cen- 
trifugal forces of decentralization. 

Finally the conference technique draws upon 
and reinforces an unusual sense of organiza- 
tional power. Bill Thornton describes his use of 
the technique as having grown out of a recogni- 
tion of the power of the group and the need for 
downward accountability. 


Basically there’s a high risk strategy with this kind of 
approach, because if you've got the wrong solution, that 
group of pcople in the audience, individually and collec- 
tively, know everything about the business, so ifwhat you 
are putting forward is a stupid strategy your power 
evaporates. It won't necessarily be obvious that it evapo- 
rates but it has. From then on you're basically powerless 
in the business and so its only a matter of time before you 
get found out and turfed out. 


There is at least a hint here of a tacit recognition 
of a relational sense of power to which even the 
senior management group are subject. Collec- 
tively the senior management team submit their 
thinking and actions to the scrutiny of their sub- 


„ordinates. The extent of the preparations and the 


nerves engendered are perhaps an indication of 
the power of such scrutiny. If the story told is 
incredible, contradictory or inconsistent, it will 
be known and recognized as such and generate 
resistance. 


If some of the assumptions are wrong or the solutions im- 
practicable, the credibility vanishes, you move into a 
kind of passive resistance zone. You can’t do anything, 
you've lost the means to make decisions possible. If you 


try to do it by bribing or promoting, you can do a certain 
amount but it is negligible really. 


In a sense the conference is used to create what 
Kanter (1985) calls a “parallel organisation” 
which for a while reverses, or at least appears to 
reverse the usual order of hierarchy in which the 
subordinate accounts to the superior. The risk of 
the conference technique may well be a loss of 
credibility, but knowledge of the risk only 
sharpens the process. Moreover, the corollaries 
of this risk are the potentially very powerful ef- 
fects of a process that creates a shared and be- 
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lieved in definition of the situation combined 
with strong mutual commitment. Insofar as the 
conference technique is successful in building a 
credible picture of external reality, then it is this 
view, rather than the will of a powerful chief 
executive, that comes to embody the force 
which dictates action. Whilst it is possible and 
plausible to attempt to resist the will of an indi- 
vidual, it makes no sense to attempt to avoid a 
more pervasive reality and it is this “reality” that 
dictates action. In this way the definition of real- 
ity formulated through the conference tech- 
nique, and the sense of mutual obligation estab- 
lished in setting out to respond to this, can actu- 
ally release the most senior managers from the 
necessity of using their formal powers coer- 
cively or at least can legitimate such coercion. In 
sum the conference technique, whilst leaving 
the hierarchy intact, can potentially allow a col- 
lective sense of power to develop which em- 
phasises the complementary rather than coer- 
cive aspects of the hierarchical division of 
labour. 

The above account of the use of conferences 
in ELB hovers ambiguously between describing 
it as a calculated technique of control and a real 
social process in which the controllers are them- 
selves caught up. This ambiguity is reflected in 
the consequences that have flowed from the 
conferences. The “positive” effects are numer- 
ous. Individually, people have repeatedly 
described to me how much they have learnt 
over the past seven years. Even though there are 
fewer and fewer people at the conference each 
year, reflecting the constant decline of volumes, 
many seem to be able to accept this uncertainty 
better because they feel they have been develop- 
ing their own powers and abilities. Collectively, 
it is the conference technique along with decen- 
tralization and the accounting systems that is 
seen to have made possible the launching of a 
long life bulb and the rationalization and promo- 
tion of the other brands. It is the conference 
technique that is seen to have created and main- 
tained the will to push through the redundancies 
upon which the profitability and productivity 
gains have depended. Since the acquisition the 
number of employees has fallen from some 6000 
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to 1600. 

All this has been achieved with little or no 
overt resistance. Yet it would be wrong to give 
the impression of a pertect unity, for the seeds of 
resistance have persisted at a variety of points 
within the management group. The main criti- 
cisms are still reserved for the sale of the Euro- 
pean operations by Conglom to World Wide 
Bulbs. However, the criticisms also come closer 
to home. Whilst a certain pride is taken in the 
financial turnaround of ELB there is, within the 
management group, a less instrumental concern 
with the underlying state of the business. 


I doubt if you could say that anybody at a corporate level 
is attached to anything, nor do they profess to be. As long 
as we're financially OK, then I don’t think there will be a 
problem. But nevertheless, if you look at the businesses 
which we are involved in compared to what they used to 
be, it is slowly going down the plug hole and that isn’t 
being stopped. Financially its being stopped, but in terms 
of volume and people employed and the factories and 


everything else, they are just gradually going down. 


As the cost cutting runs on from year to year, 
redundancies hit close colleagues and 
employees with many years service. Skills are 
lost or left unnurtured. The ground rules be- 
come harder to meet as the diseconomies of fall- 
ing volumes mount. The loss of export markets 
and the refusal to entertain marginal business 
seem more crucial. The presentation of an unav- 
oidable period of decline raises questions about 
the need‘ for a more creative and flexible re- 
sponse to the external world. It creates a desire 
for a search for positive alternatives rather than 
an immutable external crisis that necessitates 
another year of cuts. 


It really does require a slightly different philosophy. You 
don’t scrap all the controls or anything Uke that, but I 
think you need to be more expansive and outward look- 
ing rather than keep on this screw down. If you're going 
to keep that up for evermore, you can predict that when 
you get there you won’t have a company. You'll lose so 
much volume, you won’t have a company. 


Though such concerns are seemingly not voiced 
in public forums within ELB, they nevertheless 
persist within the management group. They 
point to a form of attachment, attachment to the 
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product, to skills, to people and to local com- 
munities, that stands in marked contrast to the 
carefully contrived and maintained detachment 
of the corporate group. To requote Malcolm 


Dreyfus: 


The biggest strength we have is that we have a Parent 
Board that is completely divorced from the operating 
companies and therefore not involved emotionally in 
making bulbs, or making them in a particular way. 
They’re more involved in what is the return coming out 
of bulbs and if the return isn’t as good in bulbs as we 
could get in something else, then maybe we should get 
out of Bulbs. 
Post script 
In December 1983 Conglom Inc. launched its 
bid for another group in the U.K. and, as part of 
its resistance, this group launched a series of 
attacks on the track record of Conglom. In 1984 
full page advertisements appeared in the press 
showing a broken bulb suggesting that they 
should not be taken over by the group. The 
advertisement went on to detail the sale of the 
European operation to World Wide Bulbs, the 
closure of the research centres, the lack of capi- 
tal investment, the high pricing policy and the 
“human cost” of the 40% reduction in the ELB, 
workforce. It claimed that the Conglom “hands- 
off” management strategy was really a “sell-off” 
style which boosted profits in the short term but 
damaged the business long term. Suddenly argu- 
ments that had floundered impotently within 
ELB were being mustered, resourced and adver- 
tised very publicly in defense of the group. 
Coincidently, the ELB management were at 
this time preparing an application for several 
millions of pounds of investment to improve 
machine productivity. The payback on this 
_ investment exceeded Conglom’s usual rules and 
would cause something of a dip in RoCE. The 
defense ultimately failed in the face of an im- 
proved offer from Conglom. Shortly after the bid 
ELB management received outline approval for 


their capital expenditure plans. 


CONCLUSIONS 


In the above an account has been given of the 
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structuring of relationships within Conglom — 
which has allowed corporte managers to pursue 
three related strategies, a strategy of growth 
through acquisition, a strategy of product mar- 
ket dominance and a strategy for unit company 
control. By way of a conclusion, these processes 
of structuring are summarized along the related 
dimensions of domination (power ), legitimation 


' (morality ) and signification (meaning) and then 


consideration is given to the‘implications of the 
analysis for our understanding of the role of ac- 
counting and its relation to strategy. 

Immediately prior to acquisition the nature of 
power relations within ELB seems to have been 
such as to render the “collective actor” relatively 
powerless. The centralization of both opera- 
tional and strategic decision-making within the 
Main Board left the Board overburdened and 
junior management frustrated. The divisionaliza- 
tion that was attempted merely compounded 
rather than eased these problems. The formal 
unities of accounting information were changed, 
but the practices of accountability remained un- 
changed. These practices still reflected the 
Board’s desire to exercise direct control over 
operational matters. They also reflected and 
reproduced the dominance of what one might 
call a production culture over purely financial 
concerns. 

A history of 10 years continuous growth in 
both market demand and profitability seems to 
have led the Board to take its financial security 
for granted and project it into the future. Energy 
and attention were then focused on the building 
of new factories overseas and on increasing the 
output of existing plants, beneath the grandiose 
umbrella of a “world brand” strategy. The seeds 
of change to this production culture were 
present at lower levels within ELB. 

There was awareness of the need for cost con- 
trol, of the threats of emerging competition and 
of ELB’s vulnerability to takeover and yet this 
awareness did not penetrate through to those 
with formal executive authority. Here the struc- 
turing of legitimacy was important. In the years 
prior to acquisition, the pursuit and defense of 
individual and functional self-interest was by all 
accounts dominant and in this way any attempt 
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to define and mobilize action around a definition 
of common interest or direction was weakened. 
For junior management the Board’s embrace ofa 
world brand strategy merely advertised that 
they were out of touch and yet the vast majority 
found their own private interests for going along 
with this policy, albeit reluctantly. 

Thus, prior to acquisition, those with formal 
executive power were acting on a increasingly 
redundant knowledge base, whilst those with 
knowledge were divorced from executive 
power. Neither group trusted or believed in the 
competence of the other. Into this situation 
came the team from Conglom. 

In the months immediately following acquisi- 
tion, entirely different forces and concerns came 
into play. Conglom and the acquisition team had 
little dependence on.the existing ELB manage- 
ment and carefully avoided developing it. 
Instead external consultants were used to audit 
the business to allow the rapid identification of 
areas of loss and cost and their equally rapid sale 
or closure. Thus at the level of meaning, the 
dominance ofa production culture was instantly 
supplanted by the dominance of a purely 
financial logic. This financial logic serves an 
acquisition strategy that pursues growth not in 
terms of volumes of production but in terms of 
expanding the corporate asset base and the 
demonstrable returns on this base. This logic 
was present in the targeting of ELB as a potential 
acquisition; Conglom typically targets mature 
businesses with low technology and, if possible, 
no international interdependencies, thus 
minimizing complexity and the potential need 
for extensive capital investment. The rapid dis- 
posal of areas of loss and cost, and the sale of the 
- European operations was a step on the way to 
fulfilling this logic, for it allowed Congiom to 
recoup a large proportion of the initial cost of 
acquisition and thus to show existing and poten- 
tial future shareholders a dramatic improvement 
in returns on its expanded asset base. 

Within ELB this shift of central concern was 
initially welcomed as a legitimate corrective to 
years of poor financial discipline. Opinion 
shifted however with the sale of the European 
operations to its main competitor. The sale sig- 
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| nalled the dominance of corporate financial con- 


cerns over long term market concerns within 


ELB. Conglom corporate management, how- 
ever, judged that they could afford to be 


indifferent to the howls of protest from within 


ELB. Conglom uses M-form organization in a way 
that makes it possible to uncouple the survival of 
the corporate group from the survival of any 
individual business. In subsequent years profits 
have flowed at an increasing rate from ELB to 
Congiom. Investment flows in the opposite 
direction have been relatively small. This asym- 
metrical flow of resources creates the condi- 
tions for future larger acquisitions which in turn 
diminishes the importance of ELB within the 
Conglom portfolio. The “divorce” of the cor- 


‘porate group thus gradually becomes a reality, as 


over time dependence is progressively skewed 
in their favour. 


The effect of the sale of the European opera- 
tions, however, was not just material but also 
symbolic, for it served to advertise to remaining 
ELB management the values of their new masters 
and the financial terms upon which they would 
be likely to be allowed to continue as part of the 
Group. The single-mindedness of corporate 
management thus reflects not just a capacity to 
be single-minded, (Rueschemeyer, 1986) but 
also works as a powerful mythology with which 
to actually secure a constantly improving RoCE 
from retained businesses. 

When Bill Thornton was appointed nine 
months after the acquisition, he was neither’ 
tarred with personal responsibility for Corpo- 
rate decisions, nor hampered with expectations 
from his workforce that Congiom would shield 
or protect ELB in any way. Decentralizing ac- 
counting further to profit centres around the 
five factories and the trading division then 
served to reproduce within ELB the structures 
that shape relations between ELB and Conglom. 
In this way corporate indifference to all but the 
immediate financial consequences of produc- 
tive activity has come to act as a source of discip- 
linary power (Foucault, 1979) at every level of 
the hierarchy. Negatively, the fear of exclusion, 
individual or collective, and positively, share 
options and bonuses serve to impose corporate 
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financial objectives. 

In the introduction to this paper two concerns 
were set out for further exploration. The first 
related to what accounting makes visible and 
what it conceals, The above account describes 
how, within Conglom, M-form organization 
seems to involve a clear organizational separa- 
tion of interests that are directly tied to the prob- 
lems and possibilities of production in competi- 
tive markets, from a purely instrumental interest 
in the financial returns that can be made through 
such production. Whilst both interests are 
necessarily interdependent, the strength and the 
danger of M-form organization lies in the poten- 
tial dominance of a purely instrumental interest 
in production. Conglom’s corporate managers 
argue that they do not become directly or inti- 
mately involved in the formulation of business 
unit strategy because they are too distant to 
make a useful contribution. Whilst this may in- 
volve a beneficial recognition of the limits of 
their own knowledge, it also avoids a form of at- 
tachment that might weaken their ability to hold 
business unit managers accountable for their 
financial results. Involvement in market strategy 
would weaken the effectiveness of their internal 
financial control strategy. 

The danger, of course, lies in the possibility 
that meeting Conglom Inc.’s financial objectives 
will take a destructive precedence over action 
designed to secure the long run future of the 
individual businesses. This is what some mana- 
gers fear has and is happening within ELB. Rather 
than blatant asset stripping, they see a conser- 
vatism, a reluctance to use corporate resources 
to attack the market creatively, which for them 
reflects the dominance of the interests of a Cor- 
porate Group who will -willingly sell what 
remains of the business if and when -returns 
begin to fall. 

Conglom’s external accounting to share- 
holders — the only legitimate relation of depen- 
dence that Conglom appears to acknowledge — 
reveals nothing of these dangers and pos- 
sibilities. Only in the exceptional circumstances 
of a takeover bid, in defence of its own perceived 
interest, was another group able to publicly 
question the numerous business and human 
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consequences that have flowed from Conglom’s 
single-minded attention to improving RoCE and 
profitability within ELB. Thus through the 
medium of accounting information, Conglom is 
able to present an external image of “success” 
which, however, reveals nothing of the organiza- 
tional processes whereby this “success” is 
realized, and hence conceals the possibility of 
the damaging strategic consequences for indi- 
vidual business units of Cofglom’s exclusive 
preoccupation with financial returns. 

The second concern of the paper was to 
explore and make sense of an apparent tension 
between strategic management and the use of 
accounting as an instrument of internal control. 
In general terms one can talk of the “individualiz- 
ing” effects of the hierarchical exercise of con- 
trol (see Roberts & Scapens, 1988). Accounting 
makes activity visible by decomposing the or- 
ganization down into constituent parts. Whilst it 
is easy to consolidate pieces of accounting infor- 
mation, the integration of productive activity 
potentially suffers from the divisions which ac- 
counting creates. Horizontally, profit centre can 
begin to work against profit centre. Vertically, 
the conformity with central concerns that sucha 
form of accountability secures can cut senior 
management off from knowledge of changes in 
its markets. It is in these ways that accounting 
controls can create a climate which works 
against both the successful formulation and the 
successful implementation of strategy. The sig- 
nificance of the use of conferences within ELB is 
that they offer sight of an alternative form of ac- 
countability which potentially resolves the ten- 
sion between accounting and strategy. 

Thus whilst it makes sense to treat ELB as a 
profit centre within Conglom, since the group 
has been deliberately constructed to avoid inter- 
dependencies between unit companies, there 
are clear dangers in decentralized accounting 
within ELB where there is a strong interedpen- 
dence between factories and the trading divi- 
sion. The disintegration of the company around 
profit centres allows clear unambiguous en- 
forceable financial accountability, but it also 
threatens the interdependence of action be- 
tween centres upon which financial perform- 
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ance ultimately depends. Moreover, given the 
enormous cuts in volume and workforce that 
managers have been asked to administer, there is 
a very real threat of a sort of motivational distin- 
tegration, especially if they believe themselves 
to be in the hands of an indifferent parent com- 
pany. It is against the background of these con- 
cerns that Bill Thornton’s use of the conference 
technique needs to be understood. 

The language of accounting reflects a funda- 
mentally instrumental orientation to production 
(Weber, 1978). The rewards and sanctions that 
are used to secure this system of relevances play 
upon and reproduce an equally instrumental set 
of motives in employees. Whilst individual con- 
cern with job security, bonuses and career is 
typically enough to secure conformity, it does 
nothing to secure or build a sense of the inter- 
dependence of action. It is this that the confer- 
ences do. At’ the level of meaning they in- 
stitutionalize a process which constantly defines 
and redefines a shared view of market reality. It 
is a contextually rich picture oriented to the pro- 
cesses of producing rather than what can be 
abstracted from these processes. In terms of 
legitimacy, the mapping of reality that is gener- 
ated through the conference process also 
reveals the interdependencies between units 
and functions and, in the face of communal 
threat, draws out a strong reciprocal sense of 
duty and obligation. Finally, in terms of power, 
the conferences build a positive relational sense 
of power; a sense of both the importance of indi- 
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vidual action and of mutual dependance. 

Taken in isolation, the use of the conferences 
within ELB suggests that strategy is potentially a 
much more powerful set of meanings around 
which to mobilize action than the thin abstrac- 
tions of accounting information can ever pro- 
vide. The use of the conferences also suggests 
the possibility of an entirely different form of 
accountability which emphasises reciprocity 
rather than individual instrumentality, and inter- 
dependence rather than autonomy and depen- 
dence. Finally, the market focus which the con- 
ferences promotes prevides a context within 
which the significance of financial results can be 
appropriately interpreted. Thus whilst there is a 
certain abstract pride in the financial “success” 


- of ELB, typically this is seen in ELB within the 


context of a failure to redress the underlying 
decline in market share. 

Unfortuntely, when placed within the context 
of Conglom, it is possible to see the conferences 
and the integration of accounting and strategy 
which they allow as a cynical device which has 
secured these positive effects only to accelerate 
the shedding of labour and swell the flow of 
funds to Conglom. The process works only by 
maintaining a sense of crisis within ELB which is 


‘in marked contrast to the sense of corporate well 


being that Conglom advertises to its sharehol- 
ders. The conferences both mask and facilitate 
the dominance of the corporate. financial 


strategy. 


BIBLIOGRAPHY 


Chandler, A., Strategy and Structure (Cambridge, A: MIT Press, 1962). 

Channon, D., The Strategy and Structure of British Enterprise (MacMillan, 1973). 

Foucault, M., Discipline and Punish (Hacmonsworth, 1979). 

Giddens, A., The Constitution of Society (Cambridge: Polity, 1984). 

Giddens, A., Centra! Problems in Social Theory (London: Macmillan, 1979), 

Giddens, A., New Rules of Sociological Metbod (London: Hutchinson, 1976). 

Goold, M. & Campbell, A., Strategies and Styles (Oxford: Blackwell, 1987). 

Kanter, R., The Change Masters (London: Unwin, 1985). 

Peters, T. J. & Waterman, R. H., In Search of Excellence, Lessons from America’s Best-Run Companies. 


(New York: Harper and Row, 1982). 


Ranson, S., Hinnings, R. & Greenwood, R., The Structuring of Organisational Structures, Administrative 


Science Quarterly (1980) pp. 1—17. 


Accounting, Organizations and Society, Vol. 15, No. 1/2, pp. 127-143, 1990. 


Printed in Great Britain 


0361—3682/90 $3.00+.00 
Pergamon Press plc 


THE ROLE OF MANAGEMENT CONTROL SYSTEMS IN CREATING COMPETITIVE 
ADVANTAGE: NEW PERSPECTIVES” 


ROBERT SIMONS 
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Abstract 


For the last two decades, management control systems have been conceputalized in terms of implementing 
a firm's strategy. This view fails to recognize, however, the power of management control systems in the 
strategy formulation process. Based on a 2 year field study, a new model is presented to show how 
interactive management contro! systems focus organizational attention on strategic uncertainties. This 
process is examined in two competing firms to illustrate how top managers use formal systems to guide the 
emergence of new strategies and ensure continuing competitive advantage. 


We know surprisingly little about the effects of 
Strategy on management control systems or, 
alternatively, about how these systems affect 
strategy. How do top managers actually use plan- 
ning and control systems to assist in the achieve- 
ment of organizational goals? What formal pro- 
cesses are emphasized at top management levels 
where responsibility rests for strategy formula- 
tion and implementation? Does the strategy of 
the firm affect the administrative systems used to 
set competitive policies? 

Most writing on this subject has been norma- 
tive and not based on analysis of organizational 
practices; as a result, the function of manage- 
ment control described in accounting literature 
has changed little since Anthony (1965 ) defined 
management control in terms of assuring that or- 
ganizational objectives are achieved. During the 
1960s and 1970s, researchers built on Anthony’s 
work and that of others by attempting to develop 
the best way to design and use formal systems to 
help organizations implement their strategies 
and objectives. 

Meanwhile, new directions were emerging in 
the strategy field. While early normative 


research had focused on the processes used by 
managers to develop successful strategies, 
descriptive research in the 1970s and early 
1980s began to identify patterns and. com- 
monalities in the ways that firms compete in dif- 
ferent industries (e.g. Mintzberg, 1973a; Utter- 
back & Abernathy, 1975; Miles & Snow, 1978; 
Porter, 1980). The identification of patterns in 
Strategic activity posed a new question for man- 
agement control researchers: what is the rela- 
tionship, if any, between the way a firm com- 
petes and the way that it organizes and uses its 
management control systems? 

The few recent studies that have addressed 
this question indicate that there are systematic 
differences in management control systems 
among firms that compete in different ways (e.g. 
Miller & Friesen, 1982; Govindarajan & Gupta, 
1985; Simons, 1987a). But these large sample, 
cross-sectional studies reveal little about the 
process of management control in these firms. 
The studies begin to provide answers to “how” 
management control systems differ among firms, 
but not to “why” they differ. 

As part of a broader research program 
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Francois Manzoni, Kenneth Merchant and Richard Vancil. Last, but not least, I thank Anthony Hopwood for encouragement 
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(Simons, 1987b,c), the present study seeks to 
address this question directly by focusing on 
management process as it relates to management 
control and strategy. The familiar normative 
approach to management control describes a 
feedback process of planning, objective setting, 
monitoring, feedback and corrective action to 
ensure that outcomes are in accordance with 
plans. Two attempts have been made in the past 
to link this framework with strategy. The first is 
Anthony’s (1965, 1988) — strategies are taken 
as given and management control systems moti- 
vate, monitor and report on their implementa- 
tion. Another attempt to couple strategy and 
management control can be seen in the concept 
of strategic control. Strategic control has been 
described as a system to assess the relevance of 


the organization’s strategy to its goals, and when 
discrepancies exist, to highlight areas needing 
attention (Lorange & Scott Morton, 1986, p. 10). 
Although strategic control has been identified as 
an important topic of strategic management 
(Schendel & Hofer, 1979, p. 18), the area has yet 
to generate a vigorous research program 
(Shrivastava, 1987). This failure is due in part to 
a lack of understanding of the relationship 
between management control systems and 
strategy. | 

The view of management control presented in 
this paper differs from the traditional frame- 
work. My research indicates that management 
control systems are not only important for 
strategy implementation, but also for strategy 
formation. I define management control sys- 
tems, therefore, to recognize that these systems 
are more than devices of constraint and moni- 
toring: management control systems are the 
formalized procedures and systems that use in- 
formation to maintain or alter patterns in organi- 
zational activity. Using this definition, these sys- 
tems broadly include formalized procedures for 
such things as planning, budgeting, environmen- 
tal scanning, competitor analyses, performance 
reporting and evaluation, resource allocation 
and employee rewards (Simons, 1987a). 

Although most strategy theorists correctly 
recognize that strategy formulation and strategy 
implementation are interrelated (Andrews, 
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1980, p. 24), researchers still tend to conceptu- 
ally separate strategy implementation from 
Strategy formation. This split has contributed to 
a lack of understanding of the nature of manage- 
ment control. Separating strategy formulation 
and implementation results in an artificial 
dichotomy that equates strategic planning with 
formulation and management control with im- 
plementation. The findings from the current 
study underscore the shortcomings of this ap- 
proach by demonstrating the power of manage- 
ment control systems in empowering 
organizational learning and interactively influ- 
encing strategy. 

I have three objectives in the discussion to 
follow. The first is to review the limited cross- 
sectional studies that have uncovered systema- 
tic relationships between management control 
systems and a firm’s strategy. This literature 
suggests that the identification of these patterns 
remains an important agenda for management 
control research. Second, based on extensive 
field research, a dynamic process model is intro- 
duced to describe the use of management con- 
trol systems at the top level of the firm. In this 
model, systems are used by top managers to set 
agendas for the discussion of uncertainties that 
arise as the firm attempts to create competitive 
advantage. Management control systems are 
used not only to monitor that outcomes are in 
accordance with plans, but also to motivate the 
organization to be fully informed concerning the 
current and expected state of strategic uncer- 
tainties. This general model may provide insight 
in explaining the fragmented relationships 
noted in previous empirical studies. Finally, a 
research agenda is outlined that may provide 
further knowledge about the relationship 
between management control systems and 
strategy. This leads to a discussion of some of the 
methodological issues that have to be addressed 
in future research. 


STRATEGY, COMPETITIVE ADVANTAGE AND 
MANAGEMENT CONTROL 


Before attempting to discuss the relationship 
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between management control and strategy, we 
must first differentiate among a number of inter- 
related concepts in the strategy literature: 


strategy as process, strategy as competitive posi- 


tion, strategy at the business level and corporate 

Strategic process describes the managerial 
activity inherent in shaping expectations and 
goals and facilitating the work of the organiza- 
tion in achieving these goals. Many influential 
writers from Barnard (1938) through Andrews 
(1980) have considered how business leaders 
should manage organizational processes to gain 
competitive advantage. 

A firm’s strategic position, by contrast, refers 
to how the firm competes in its markets, i.e. the 
product and market characteristics chosen by 
the firm to differentiate itself from its com- 
petitors and gain competitive advantage. Unlike 
the process analysis, the positional approach 
examines the strategic choices made by firms in- 
dependent of the management process by which 
those choices were made; patterns in business 
unit strategic action are the unit of analysis. 

Patterns in strategic actions have been iden- 
tified at both the business level and the corpo- 
rate level of the firm. Business strategy refers to 
how a company competes in a given business 
and positions itself among its competitors 
(Andrews, 1980, p. 18). Defining strategy as pat- 
terns of action (Mintzberg, 1978; Mintzberg & 
Waters, 1985); this vein of research has de-em- 
phasized the link between observed strategies 
and prior, explicit managerial intentions. Re- 
search has concentrated instead on uncovering 
recurring patterns in the way that firms deliver 
value to customers. 

These recurring patterns have been identified 
empirically and clusteréd ‘into strategic 
archetypes (Table 1 provides a summary of four 
illustrative- studies that identify and describe 
strategic archetypes).' Strategic archetypes de- 
monstrate that firms can compete successfully in 
a variety of ways: for example, superior value can 
be offered to customers through new product 
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features, high service levels, outstanding quality 
or low cost (Porter, 1985). 

Other research has investigated patterns in 
strategic activities at the corporate level of 
diversified firms. Corporate strategy is con- 
cerned with determining what business(e¢s ) the 
organization chooses to compete in and the. 
most effective way of allocating scarce resources 
among business units (Schendel & Hofer, 1979, 
p. 12). -Patterns have been identified using 
typologies that describe the operating and 
financial characteristics of the divisions in diver- 
sified firms. These typologies are exemplified by 
the portfolio approach to corporate strategy 
popularized by U.S. consulting firms in the 1970s 
and reviewed in Hamermesh (1986, pp. 9-17). 

The research discussed in this paper focuses 
on the relationship between business strategy 
(i.e. how a firm achieves competitive advantage ) 
and the firm’s use of management control 
systems, The analysis considers the importance 
of both strategic process and strategic position 
in understanding the role of formal systems. The 
relationship between: control and corporate 
strategy, while not a focus of this research, is 
addressed briefly in the conclusion of the paper. 


Previous studies of strategy and management 
control 

_If firms compete in identifiable but different 
ways, e.g. low cost or product uniqueness, what 
are the opportunities to design management 
control systems in accordance with the strategy 
of the firm? Three strategy researchers, Miles & 
Snow (1978) and Porter (1980), for example, 
agree that overall cost leadership and Defender 
strategies require sophisticated cost controls. 
Other than this simple observation, the strategy 
studies that have identified strategic archetypes 
offer little insight into how management control 
systems might be designed in different strategic 
situations. 

Studies in other areas, however, are beginning 

to illustrate how these systems may differ among 
firms following different strategies. Khandwalla 


: FT ae NESE RAG TS ERIN ETRE EET TTT eee See Wissema et al. (1980), 


Galbraith & Schendel (1983) and Herbert & Deresky (1987). 
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TABLE 1. Uhustrative studies of strategic archetypes 


Study 
Mintzberg (1973a) 


Identified archetypes 
Entrepreneurial 


Adaptive 


Planning mode 


Utterback & Abernathy 
(1975) 


Performance-maximizing 
Sales-maximizing 
Cost-minimizing 


Miles & Snow (1978) 


Porter (1980) Overall cost leadership 


(1972, 1973), in the first study of its kind, 
focused on the relationship between formal 
accounting-based control systems and the type 
of competition in an industry. He concluded that 
increased competition leads to increased use of, 
management control procedures. This relation- 
ship was strongest for product competition, 
moderate for marketing competition and 
weakest for price competition. This study, like 
others focusing on the relationship between for- 
mal control systems and external environments 
of the firm (e.g. Gordon & Narayanan, 1984; 
Ewusi-Mensah, 1981; Hedberg & Jönsson, 
1978), did not consider the strategies of the 


Features 


Opportunity seeking, fourxiing CEO, boid decisions, growth- 
oriented, high uncertainty. É 

Reactive, incremental goal setting, relative certainty in 
decision-making. 

Analysis dominates decisions, integrated strategies, placid 
environment. - 


Uncertain environment, offers unique products, searches for 
Standardized products, more stable environment, high level of 
competition, some product differentiation. 

Standard product, extreme price competition, high efficiency, 
bow innovation, sophisticated control techniques. 


Stable environment, limited product range, competes through 
low cost or high quality, efficiency paramount, centralized 
structure. 

Always secking new product and market opportunities, 
uncertain environment, flexible structure. 

Hybrid. Core of traditional products, enters new market after 
viability established, matrix structure. 


Lacks coherent strategy, structure inappropriate to purpose, 
misses opportunities, unsuccessful. 


Low price, high market share focus. Standardized product, 
economies of scale, tight cost control 

Product uniqueness brings brand loyalty, emphasis on 
marketing and research. 

Focus on defined buyer group, product line or geographic 
market. Niche strategy. 


firm, but did suggest that control system design 
was sensitive to the way that the firm competes. 
Miller & Friesen (1982) studied the relation- 
ship between two strategic archetypes, which 
they labelled “entrepreneurial” and “conserva- 
tive”, and the use of control systems.” The firms 
in their sample were split into two strategic 
groups based on ratings of innovation and risk 
taking. The conservative subsample possessed 
many of the attributes of Miles & Snow’s (1978) 
“Defenders” and Mintzberg’s (1973a) “Adap- 
ters”: low differentiation, homogeneous markets 
and stable environments. The second subsample 
was the entrepreneurial firm, similar to Miles & 


2 In the Miller & Friesen (1982) study, “controls” was a single variable among a set of 13 variables. The 13 variables measured 
organizational attributes such as environment, information processing, structure, and decision making. The “controls” 
variable was calculated by averaging the scores of six Likert-type scales that related to the comprehensivenese of controls, 
and the use of cost and profit centers, statistical quality control practices, variance analysis and formal personnel appraisals. 
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Snow's “Prospector” and Mintzberg’s “Entrep- 
reneurial” firms. These firms experienced more 
hostile environments and competed through 
product differentiation. 

Miller & Friesen’s analysis indicates that the 
strategy of the firm affects the way that manage- 
ment controls are used to either encourage or 
discourage innovation. Control was positively 
correlated with innovation for conservative 
firms and negatively correlated with innovation 
for entrepreneurial firms. The authors specu- 
lated that conservative firms use formal control 
systems to signal market opportunities and/or 
declining results; as a result, innovation in- 
creases. For entrepreneurial firms, however, 
control systems flag innovative excess and result 
in less innovation. 

Govindarajan & Gupta (1985 ) studied the re- 
lationship between corporate strategy and one 
aspect of management control — bonus remun- 
eration. The research focused on corporate- 
level, portfolio strategies in diversified firms 
(e.g. build market share, maximize cash flow, 
prepare to liquidate business). Govindarajan & 
Gupta concluded that long run evaluation 
criteria and subjective, non-formula bonus 
calculations are effective for businesses follow- 
ing a “build” strategy, but detrimental to busi- 
ness units pursuing a “harvest” strategy. 

Building on the Miles & Snow (1978) typol- 
ogy, Simons (1987a) studied firms classified as 
either Prospectors or Defenders to determine 
whether management control systems differ 
between the two groups. Using concepts de- 
rived from the management control literature, 
factor analysis was used to reduce questionnaire 
scales to ten dimensions of management con- 
trol.” 

Statistical analysis and interview data indi- 
cated that control systems differ systematically 
between Prospector and Defender firms. 
Successful Prospectors use a high degree of fore- 
cast data in. control reports, set tight budget 
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goals and monitor outputs carefully. Cost con- 
trol is reduced. Moreover, large Prospectors em- 
phasize frequent reporting and use uniform con- 
trol systems that are modified frequently. These 
results led to speculation that Prospectors use 
their mangement control systems intensively to 
monitor uncertain and changing environments. 
Defenders, by contrast, use management control 
systems less actively. Negative correlations were 
calculated between profit performance and 
attributes such as tight budget goals and the 
monitoring of outputs. Defenders, operating in 
stable environments, emphasize bonus remun- 
eration based on achieving budget targets and 
report little change in their control systems over 
time. 


A CLOSER LOOK AT STRATEGY AND 
MANAGEMENT CONTROL SYSTEMS 


The studies cited in the preceding section 
suggest that there is a link between the way that 
firms achieve competitive advantage and the 
design and use of their management control sys- 
tems. Little is known, however, about how this 
association should be conceptualized to in- 
crease our knowledge and improve our predic- 
tive ability. 

The research which provides the basis for the 
present analysis, conducted over a 2 year period, 
focuses on the use of management control sys- 
tems by top management — those responsible 
for ensuring that strategies are formulated and 
implemented. (in some organizations, top man- 
agement refers to one individual; in large com- 
plex organizations, top management commonly 
refers to an operating committee, comprising 
heads of businesses or sectors, chaired by a 
CEO.) The concepts and model presented in the 
paper were developed during a series of field 
studies in a single U.S. industry. The first stage of 
the project involved in-depth interviewing and 


’ The ten factors developed and used in the Simons (19872) study were tightness of budget goals, extent of external scanning, 
monitoring of results, use of cost control, use af forecast data, extent to which goals relate to output measures, reporting 
frequency, use of formula-based remuneration, extent to which control systems are tailored and the degree of changeability 


of control systems. 
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document review in three competing com- 
panies in this industry. The concepts reported in 
this paper were:developed from this work and 
were then tested by expanding the sample to in- 
clude an additional 13 firms in the industry. In 
all, over 70 interviews (augmented by reviews of 
relevant documentation and, in some cases, 
observations of: company meetings) with top 
managers, each of approximately 2 hours dura- 
tion, were conducted in the sixteen firms that 
agreed to participate in the study. 

The subsequent analysis focuses on how two 
competing firms in this industry organize their 
management control systems at top manage- 
ment levels. The strategy of each firm is 
described followed by a brief overview of 
selected aspects of their management control 
systems. The control system aspects described 
are those identified by top managers of these 
firms as important to the way they manage their 
business. If a particular aspect of management 
control was identified as important by the mana- 
gers in one firm, then a description is also pro- 
vided of how the competing firm uses this aspect 
of management control. After this brief descrip- 
tion, a conceptual model is presented to explain 
the differences in control system CONDE Ean 
between the two firms. 

Company A and company B compete in the 
same industry; each company employes over 
30,000 people and both companies are success- 
ful. Over the last 10 years, both companies have 
recorded compound growth rates of approxi- 
mately 10% in sales and earnings and each has 
outperformed industry averages in terms of 
growth in sales, earnings, and cash flow. The 


shares of both company A and company B are 


rated by market analysts as high quality invest- 
ments. Each company, however, follows a 
distinctly different strategy. 

Company A competes in its various markets 
through cost leadership and customer service. 
Its products are a diverse group of well-known, 
mature products concentrated in high volume, 
low price categories. The company specializes 
in offering products that heighten efficiency and 
cut costs for the customer. Some of its inter- 
mediate products are licensed from com- 
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petitors. Compared to competitors, the com- 
pany has done historically little R&D (approxi- 
mately 4% of sales in 1986) and is ranked as the 
lowest R&D spender in the industry. 

“We are now definitely the low-cost producer 
in the markets we serve,” observes the CEO of 
company A. “However, once in a while, by seren- 
dipity, we come across something promising. 
We have a habit of seizing on products the pack 
has scored”. Company A rarely introduces revo- 
lutionary new products, although existing pro- 
duct features evolve over time to take advantage 
of new technology and perceived customer 
needs. In terms of the strategic archetypes 
described in Table 1, company A might be 
described as a “Defender” (Miles & Snow, 1978), 
an “Adaptive firm” (Mintzberg, 1973), an “Over- 
all Cost Leader” (Porter, 1980), or as a “Cost- 
Minimizing” firm (Utterback & Abernathy, 
1975). . 

The company is organized into approximately 
100 divisions which are grouped into four major 
sectors. Business Week magazine reports that 
company A is “considered to be one of the best- 
managed firms in the industry.” 

In contrast, company B competes through 
product inovation and marketing. Its products 
are premium priced and have advanced features. 
Products are developed internally and the 
features of most products are updated and 
improved on a regular basis. Marketing is inten- 
sive, using both media and sales representatives. 
The company has been successful in developing 
new markets through research-based product 
development. The company is widely regarded 


within the industry as an innovation leader. Most 


of the company’s R&D effort is concentrated on 
product development; in 1986 company B spent 
approximately 10% of sales on R&D, making it 
the largest spender on R&D in its industry. 
Company B differentiates its products on 
quality and innovativeness. The company at- 
tempts to achieve market leadership by aggres- 
sively marketing new products and enhancing 
its leadership image. Since it is often developing 
new markets, it competes in rapidly changing 
environments. Its Statement of Strategic Direc- 
tion states, in part, “We are dedicated to profita- 
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ble high growth. To achieve this, we must be 
well positioned in growth markets. Each 
management must be aggressively innovative, 
willing to take risks, and strive to grow faster 
than the markets in which it competes”. This 
company could be described as a “Prospector” 
(Miles & Snow, 1978), a “Differentiation firm” 
(Porter, 1980), “Performance-maximizing” (Ut- 
terback & Abernathy, 1975), or “Entrepreneu- 
rial” (Mintzberg, 1973). . 
The company is decentralized. It is structured 
into three sectors with over 100 operating com- 
panies worldwide that manufacture and sell over 
20 basic product categories. Fortune magazine’s 
annual survey recently rated this company as 


one of the most admired companies in America. 


Management control systems in the two 
compantes 

Given that these two highly-regarded com- 
petitors follow different strategies, what are the 
differences in the way they organize their man- 
agement control systems? Companies of this size 
and complexity are bound to have many differ- 
ences; the analysis is limited, therefore, to the 
use of management control systems at top man- 
agement levels, since it is this group of individu- 
als that has ultimate responsibility for strategy 
making and implementation. At this level, the 
differences in management control systems 


TABLE 2. Comparison of competitive characteristics and top-level management control systems used at two companies 


Company A 
Competitive characteristics 
Miles & Snow (1978) Defender 
Mintzberg (1973a) Adaptive 


Porter (1980) Overall cost leader 


Management control systems at top management levels 
1. Strategic planning review 


company. 


Sporadic. Last update 2 years ago. Does 
not motivate a lot of discussion in the 


Company B 


Intensive annual process. Business mangers 
prepare strategic plans for debate by top 
management committee. 


2. Financial goals 


3. Budget preparation and 
Review 


4. Budget revisions and updates 


5. Program reviews 


6. Evaluation and reward 


Set by top management and 
communicated down through 


organization. 


Budgets prepared to meet financial 
goals. Budgets coordinated by Finance 
Dept and presented to top management 
when assured that goals willbe met. 


Not revised during budget year. 


Intensive monitoring of product- and 


process-related programs. Programs cut 
across organizational boundaries and 
affect all layers of company. 


44 of bonus based on contribution to 
generating profit in excess of plan. “s 


based on personal goals (usually 
quantified). 


Established by each business unit and rolled 
up after a series of review and challenge 


meetings. 


Market segment prepares budgets with 
focus on strategy and tactics. Intensive 


debate at presentations to top mangement 
committee, 


Business units rebudget from lowest 
expense levels three times during year with 
action plans to deal with changes. 


Programs limited to R&D which is delegated 
to local operating companies. 


Bonus based on subjective evaluation of 
effort. MBC system used throughout 


organization. 
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between the two firms (highlighted in Table 2) 
are striking. 


Company A. Company A has a 5-year strategic 
plan that has not been revised for over 2 years. 
The plan is prepared by operating managers with 
the assistance and coordination of head offite 
staff groups and presented to the top managers 
who comprise the Office of the Chief Executive 
(OCE). These managers report that the plan is 
for informational purposes and is not used 
actively in running the business. 

Based on prior operating performance and 
market expectations, profit goals are established 
each year by the CEO and President of company 
A and communicated to division heads. Each 
division then prepares an annual budget to meet 
these goals. After the finance department verifies 
that the consolidated budget will meet corpo- 
rate profit goals, the completed budgets are sub- 
mitted to top management for approval. Annual 
budget presentations to top management are 
characterized by the CEO as “show and tell”; 
problems and issues have been identified and 
worked out in person with the CEO and Presi- 
dent prior to the meetings. Once approved, 
budgets are never changed. 

Budget reviews by top management during 
the year are limited to monthly reports to the 
OCE of sales, gross margin percentages, total 
operating expenses, tax rates and earnings per 
share 


Top management pays extremely close atten- 


tion to a series of ongoing programs: these. 


programs are established for the review of new 
product technologies, changes in existing pro- 
duct features and a variety of “value improve- 
ment” efforts. Since programs are designed to 
explore new ways of doing things, they often cut 
across organizational boundaries and involve 
‘many people at different levels of the company. 

Each program is reviewed regularly (at least 
once every 6 weeks and often more frequently ) 
using formal reports and presentations to the 
highest level of management. Goals are estab- 
lished for all individuals working with each pro- 
gram and achievement against goals is measured 
on a regular basis. The ongoing review process 
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generates product and process ideas throughout 
the organization that are tested and ultimately 
implemented. New programs are often estab- 
lished from ideas generated during existing 
program review. 

Bonuses at company A are received by a 
relatively small group of middle and senior man- 
agers (the management group eligible for 
bonuses is 2.5% of total employees). Bonuses 
range from 15% to 50% of salary and are allo- 
cated to employees based on corporate perform- 
ance against budget (4), operating unit per- 
formance against budget (24) and individual ob- 
jectives that are negotiated with superiors (4). 


Company B. Company B invests heavily in 
long range planning. All planning, however, is 
done by operating managers; there are no plan- 
ning staff groups. Long range plans are based on. 
5 and 10 year forecasts and are updated each 
year by comparison with the plan prepared the 
year before. All changes in estimates require 
proposed tactics to deal with the changed 
environments. Included in the plans for each 
operating company are forecasts of competitive 
environments, pro forma income statements by 
product category for each major competitor, as 
well as an analysis of each competitor’s per- 
ceived strategy. . 

Long range plans are debated heavily in the 
organization and must ultiniately be sent, in 
summary form, to the CEO. The final debate and 
approval of long range plans takes place annually 
in an Executive Committee meeting which com- 
prises the CEO, President and key sector heads 
and company group chairmen. 

In company B, budgets, as well as a second- 
year forecast, are prepared annually by operat- 
ing managers throughout the organization. 
Budgets are formally revised three times during 
the year; each revision requires a full re-estima- 
tion of all budget items and programs. Budgets 
are the focus of a great deal of debate among 
operating managers and are used, not as purely 
financial documents, but rather as agendas to 
discuss tactics, new marketing ideas, and pro- 
duct development plans throughout the organi- 
zation and ultimately at the top management 
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level. To focus the debate on strategies rather 
than financials, the plans and budgets are re- 
duced at the top management level to four num- 
bers only (estimated unit sales, revenues, net 
income and ROI) and to the tactics that will be 
used to achieve these numbers. 

Profit goals are established on a bottom-up 
basis as managers throughout the organization 
set personal and business unit goals based on 
perceived corporate needs. These goals are 


challenged rigorously at all levels in the organi- . 


zation during a series of profit planning meetings 
held at various times during the year. Once the 
review process at lower levels is complete, top 
management rarely makes a formal request to 
operating managers to reconsider their budget 
to deliver more profit. 

Unlike company A, the use of programs is gen- 
erally limited to the R&D area, which is 
decentralized to operating companies. Programs 
are therefore managed at the local level and are 
not typically an agenda for top corporate man- 
agement. 

Bonuses at company B are entirely subjective 
and are based on effort and innovation rather 
than performance against predetermined 
targets. Managers throughout the organization 
spend a great deal of time each year discussing 
and reviewing suggestions concerning approp- 
riate bonus levels for subordinates. Bonus 

‘recommendations for all managers with salaries 

in excess of $95,000 are reviewed by the Execu- 
tive Committee. Below the executive commit- 
tee level, all managers are eligible for annual 
bonuses, the amount of which is determined 
subjectively by operating company presidents. 
After bonuses have been awarded, the Executive 
Committee also uses a “post audit” to review the 
reasons for unusually high or low bonus awards 
throughout the organization. Through a special 
bonus plan for entrepreneurial accomplishment, 
the company distributes additional bonuses in 
excess of $1 million annually; recommendations 
for these special bonuses, which typically repre- 
sents 10-50% of an individual’s salary, are re- 
viewed and acted upon by the Executive Com- 
mittee. 
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Casual observation suggests that all large, 
complex organizations have similar types of 
management control systems. Short and long 
range plans, financial budgets, capital budgets, 
variance analyses and project reporting systems 
are commonplace tools in virtually every large, 
professionally managed corporation. But the il- 
lustrative example presented above shows that 


-there are distinct differences in the way that 


management control systems are used at top 
management levels in different firms. How can 
we explain the differences in management con- 
trol systems between company A and company 
B? How do these differences relate to their 
strategies? 

The answer lies in how and why top managers 
choose to personally monitor certain manage- 
ment control systems and to delegate other 
aspects to subordinates. Four concepts are used 
to develop the model: limited attention of mana- 
gers; strategic uncertainties; interactive manage- 
ment control; and organizational learning. 


Limited attention 

Interviews conducted during this research 
reveal that managers have neither the time nor 
the capacity to process all the information avail- 
able to them. Two concepts, well established in 
the literature, support this observation. First, 
managers are rational only within cognitive 
boundaries (Simon, 1957). Mind is a scarce re- 
source (Williamson, 1986, p. 5) and must be 
viewed as a constraint on the information pro- 
cessing capabilities of managers. Second, top 
Managers must engage in many concurrent ac- 
tivities. Mintzberg (1973b) argues that top man- 
agers have ten working roles including that of 
figurehead, leader, liaison, monitor, dis- 
seminator, spokesman, entrepreneur, distur- 
bance handler, resource allocator and 
negotiator. Decision-related activities represent 
only a subset of the activities of top managers; 
interpersonal and informational roles are 
equally important. 

The concept of limited attention has import- 
ant implications for management control. A 
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‘multitude of activities demand attention — ap- 
pearing at outside functions, speeches to 
employees, reading reports, making and ratify- 
ing decisions, evaluating employees, planning 
for succession — and daily choices must be 
_ made. Thus, only limited subsets of the organiza- 
tion’s formal management control process can 
have the attention of top management; most 
areas of management control are delegated, by 
necessity, to subordinates. 


Strategic uncertainties 

Because of these attention constraints, top 
managers report that they implicitly rank the set 
of activities they monitor from most critical to 
least critical: this ranking allows top managers to 
attend to strategic uncertainties —- uncertainties 
that top managers believe they must monitor 
personally to ensure that the goals of the firm are 
achieved.* 

Although firms competing in the same indus- 
try face the same set of potential uncertainties 
(changes in government regulation, intensity of 
competition, advance of new technologies, 
nature of customers and suppliers, product life 
cycles and diversity in product lines), the 
strategy of the firm strongly influences which 
uncertainties are critical to the achievement of 
chosen objectives.’ For example, managers in 
company A believe that they can only sustain 
their low cost position if their products evolve 
to offer superior efficiency to users. The 
strategic uncertainties that top managers in 
company A monitor personally, therefore, relate 
to potential changes in product technology that 
yield superior cost-in-use benefits to customers. 

Although company B faces the same set of po- 
tential uncertainties as company A, its strategy 
has resulted in different strategic uncertainties. 
Top managers in this firm monitor the choice of 
appropriate competitive responses for its vari- 


ous operating companies that compete through 
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aggressive marketing tactics and new product 
introductions. 


Interactive management control 

Top managers must decide which aspects of 
management control systems to use inter- 
actively and which aspects to program (Simons, 
1987b). Management controls become inter- 
active when business managers use planning and 
control procedures to actively monitor and 
intervene in ongoing decision activities of sub- 
ordinates. Since this intervention provides an 
opportunity for top management to debate and 
challenge underlying data, assumptions and 
action plans, interactive management controls 
demand regular attention from operating sub- 
ordinates at all levels of the company. Program- 
med controls, by contrast, rely heavily on staff 
specialists in preparing and interpreting infor- 
mation. Data are transmitted through formal 
reporting procedures and operating managers 
are involved infrequently and on an exception 
basis. 

Modern companies have many different types 
of management control systems. How do top 
managers decide which systems to make inter- 
active and which to program? Top managers will 
choose to make a management control system 
interactive if the system collects information 
about strategic uncertainties. The selected inter- 
active system can then be used by top managers 
for three functions: signalling, surveillance and 
decision ratification. 

Signalling is the use of information to reveal 
preferences (Spence, 1974; Meyer, 1979). 
Signalling is necessary since top managers can- 
not always know when or where the impetus for 
important policy decisions will originate, how 
or why a decision will be made, or by whom. The 
decision process is diffuse with inputs from 
multiple actors over a protracted time period 
(Pinfield, 1986; Leifer & White, 1986; Burgel- 


4 Strategic uncertainties are different than the concept of critical success factors that was popularized by business consultants 
in the 1960s and is taught in business schools today (Daniel, 1966). Critical success factors are the distinctive competencies 
thar the firm must possess to sustain current competitive advantage (e.g. manufacturing efficiency for a strategy of overall cost 
leadership; research and development productivity for a strategy of new product introduction). 


5 A critical uncertainty for all firms is the ability to internally generate profit to provide resources to fund business strategies 
(Donaldson, 1984, p. 12). Thus, top managers always monitor personally the profit-generating ability of the firm. 
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man, 1983; Mintzberg et al, 1976; Cohen et al., 
1972). For this reason, top managers do not 
know ex ante, and often not even ex post, who in 
the organization initiates and fosters important 
policy decisions. By using interactive manage- 
ment controls to monitor ‘stratagic uncertain- 
ties, top managers reveal their values and prefer- 
ences to the many individuals in the organiza- 
tion who have input in decision processes. 

Surveillance is the search for surprises; inter- 
active management controls provide guidance 
to organizational members as to where to look 
for surprises and what types of intelligence infor- 
mation to gather. Feldman & March (1981) 
describe this function: 


Organizations, as well as individuals, .. gather informa- 
tion that has no apparent immediate decision conse- 
quences. As a result, the information seems substantially 
worthless within a decision-theory perspective. The per- 
spective is misleading. Instead of seeing an organization 
as secking information in order to choose among given al- 
ternatives in terms of prior preferences, we can see an or- 
ganization as monitoring its environment for surprises 
(or for reassurances that there are none). The surprises! 
may be new alternatives, new possible preferences, or 
new significant changes in the world (p. 176). 


Finally, decision ratification by top managers 
(as distinct from decision making) is necessary 
when any strategic policy decision commits the 
organization and its resources (Mintzberg, 
1973b, p. 87; Bower, 1986, pp. 64). Interactive 
management controls allow top managers to be 
fully informed about such decisions throughout 


the organization. 


Organization learning 

The final concept needed to complete the 
analysis is Organizational learning. Organiza- 
tional learning describes the ways that organiza- 
tions adjust defensively to reality and use know- 
ledge to improve the fit between the organiza- 
tion and its environment (Hedberg, 1981, p. 3). 
Comprehensive reviews of the concept of or- 
ganizational learning are found in Argyris & 
Schön (1978) and Fiol & Lyles (1985). 

I have argued that the personal involvement of 
top managers, the defining characteristic of 
interactive control, influences strongly the in- 
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centives to produce and share information. 
Moreover, this focusing of organizational atten- 
tion and the interactive exchange of information 
stimulates learning throughout the organization 
about the strategic uncertainties that are per- 
ceived by top management. By focusing atten- 
tion throughout the organization, top managers 
use interactive management control to influ- 
ence and guide the learning process — under- 
standing that individual ideas and initiatives will 
emerge over time in unsystematic ways. By em- 
phasizing select management controls and mak- 
ing them interactive (and programming and de- 
legating others ) top managers ensure that the or- 
ganization is responsive to the opportunities and 
threats that the firm’s strategic uncertainties pre- 
sent. 

The four concepts presented above can now 
be summarized and integrated: the intended 
business strategy of a firm creates strategic un- 
certainties that top managers monitor. While all 
large companies have similar management con- 
trol systems, top managers make selected con- 
trol systems interactive to personally monitor 
the strategic uncertainties that they believe to 
be critical to achieving the organization’s goals. 
The choice by top managers to make certain 
control systems interactive (and program 
others) provides signals to organizational par- 
ticipants about what should be monitored and 
where new ideas should be proposed and tested. 
This signal activates organizational learning and, 
through the debate and dialogue that surrounds 
the interactive management control process, 
new strategies and tactics emerge over time. 

The recursive nature of the model (Fig. 1) 
illustrates why management control systems 
should be considered as an important input to 
strategy formation, We know that strategies can 
be both intended and emergent (Mintzberg, 
1978). This model illustrates, moreover, that 
emergent strategies can be influenced and man- 
aged — serendipity can be guided by top mana- 
gers who use formal process to focus organiza- 
tional attention and thereby generate new ideas, 
tactics and strategies. Management control pro- 
cesses, which have been characterized solely as 
tools for implementing goals, can be instrumen- 
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Stratagic 
Uncertainties 


Choice of Interactive 
Management Control Systema 
by Top Management 





Fig. 1. Process model of relationship between business 
strategy and management control systems. 


tal in allowing the organization to learn and 
adapt over time. 


Applying the model 

Since company A and company B compete in 
the same industry, each firm faces the same set of 
_potential uncertainties (Fig. 2). From this set of 
potential uncertainties, top managers of each 
firm have identified strategic uncertainties that 
relate to their company’s individual strategy. 
From interviews at company A, it is clear that top 
managers believe that the major strategic un- 
certainty facing the firm is new product 
technologies or attributes that could shift exist- 
ing low cost advantage. They recognize that 
company A’s success derives from continually 
providing customers with products that offer 
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low end-use cost: new, more efficient product 
technologies of competitors and changes in 
buyer needs are potential threats. 

To manage these strategic uncertainties, top 
management has made a limited subset of man- 
agement controls interactive and programmed 
other controls. The program review system, 
which operates from the lowest organizational 
level to the CEO’s office, is an example of an 
interactive management control system that is a 
major information source for both top manage- 
ment and all operating managers in the com- 
pany. Programs focus on ways to improve value 
for customers (“cost improvement with equal or 
better quality”), new technologies that build on 
existing product lines and product enhance- 
ments to heip customers be more efficient. Pro- 
prams typically have the potential of affecting a 
wide range of the company’s products and there- 
fore cut across formal organizational bound- 
aries. 

Managers in company A know, by the em- 
phasis that top management puts on the review 
of selected programs, which aspects of the busi- 
ness are considered critical to long term organi- 
zational success. For each program, information 
is continually gathered throughout the organiza-' 
tion, agendas are set to review progress and new 
information, and changes and surprises are 
rapidly communicated. The organizational 
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Fig. 2, Summary of interactive process model in two firms. 
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learning engendered through the interactive 
management control system is a powerful influ- 
ence on strategy making. 

The CEO of company A described how new 
Strategies emerge from the process, “I really 
work those programs. Everyone understands 
how important they are. New initiatives are not 
decided as part of the planning process, but as 
part of the program review process. The Capital 
Expenditure Committee is not doing strategic 
thinking about programs — they just say “yes” 
when a proposal is developed out of a program 
review and someone comes to them asking for 
money. In fact, many of our new programs arise 
out of the review process. As we sit and discuss 
these things, someone will have a bright idea for 
product enhancement or a new way of doing 
something. This often leads to new programs 
which can eventually take us into new 
technologies or open up a whole new group of 
products.” 

Top management at company A pays little day- 
to-day attention to aspects of the firm’s manage- 
ment control systems that do not relate to 
strategic uncertainties. Long range planning is 
programmed and is not an agenda item for top 
management: strategies throughout the firm are 
clear and consistent. Profit planning and budget- 
ing, an annual event orchestrated by staff depart- 
ments, are not interactive because the environ- 
ment is relatively stable and well understood; 
top managers do not need to rely on these 
systems to motivate the organization to con- 
Stantly scan changes in the market. The rewards 
system is also programmed since bonuses are de- 
termined largely by reference to quantitative 
targets and require minimal attention from top 
management. Even aspects of management con- 
trol systems that are associated with the success 
of current strategies, i.e. so-called “critical suc- 
cess factors”, are programmed and delegated to 
staff specialists. ) 

The programming of critical success factors is 
apparent in the way that top management at 
company A deal with manufacturing and logisti- 
cal operations — clearly critical success factors 
for this low cost producer. Every Wednesday at 
10:00 a.m., a 20 minute meeting is held with 15 
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key managers, chaired by a member of the top 
management group. Conversation focuses on 
one sheet of paper that reviews twelve product 
categories in terms of unit sales, inventory 
levels, backorders, service levels and quality 
control release times — all against target. The 
chairman described the meetings, “we run the 
day-to-day operations by focusing on things off 
track. If there is a problem, the individual had 
better have the answer before he walks in. In this 
way, we can review the entire business in twenty 
minutes each week. We have become very good 
at understanding what we were looking at so we 
can just do it.” 

Because company B follows a different 
strategy, its top managers focus on different 
strategic uncertainties. By competing through 
product innovation rather than price and effi- 
ciency, top managers want their organization to 
focus on marketing tactics that can exploit new 
product development and thereby build market 
share or open new markets. Top managers per- 
ceive strategic uncertainties that relate to the 
timing of new product introductions and the 
defensive actions of competitors. Accordingly, 
the top management of company B has chosen to 
make planning and budgeting highly interactive 
and tactical. 

The development and discussion of 5 and 10 
year plans, for example, is an important agenda 
for top management and; by implication, for all 
operating managers in company B. Each year, 
plans for each operating unit are revised with 


reference to the previous year’s plan; product 


life cycles are carefully monitored. All antici- 
pated changes are coupled with action plans that 
focus on marketing tactics and the timing of new 
product introductions — both strategic uncer- 
tainties for company B. These plans, which are 
based on environment, competitor and technol- 
ogy assessments, are prepared, challenged and 
debated over a period of several months each 
year by successive levels of operating managers 
until they are debated at the Executive Commit- 
tee level. Staff units play no role in this process. 
The highly interactive nature of long range plan- 
ning results in intense organizational learning 
about changes in the competitive product mar- 
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kets and ideas on how to react offensively to 
these threats and opportunities. From these dis- 
cussions, new strategies emerge. 

_ Top management has also made profit plan- 
ning and budgeting interactive at company B by 
focusing attention, almost continuously during 
the year, on budget changes and action plans to 
deal with changed conditions. Managers use this 
bottom-up process not as a financial exercise, 
but rather to set agendas to debate current and 
future product/market strategies in the com- 
‘pany’s changing markets. Budget discussions 
throughout the year revolve around unantici- 
pated changes in the competitive environment, 
marketing tactics to preempt competitor 
actions, and the type and timing of new product 
developments. Managers point out that they are 


planning and budgeting so frequently and with 


so much discussion about appropriate tactics 
and targets that it is unnecessary to formally 
issue Corporate goals. One top manager elabo- 
rated, “the feeling that we are forever planning is 
due to the fact that you never have the luxury of 
putting the plan on a shelf — it forces you to con- 
tinually look at your mistakes and learn how to 
do better next time.” . 

The reward system at company B has been 
made interactive and thus also demands a great 
deal of attention from managers throughout the 
organization. Managers cannot rely on a formula, 
but must rather attempt to subjectively assess 
each individual’s contribution in rapidly chang- 
ing market environments. Rewarding effort 
rather than results requires evaluators to under- 
stand competive business environments, poten- 
tial opportunities and constraints, and the range 
of action alternatives available to subordinate 
managers. This information gathering process 
generates learning about strategic uncertainties 
' and about possible new tactics and strategies. 

Like company A, the top managers at company 
B are not normally involved in controls that do 
not focus on strategic uncertainties. The review 
of detailed cost information is programmed and 
is not an agenda for top management. Efficiency 
progtams are typically overseen by staff groups. 
As a top manager stated, “I leave the analysis of 
variances, etc., to the financial people. I let them 
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bring any problems to me. I don’t check it or get 
involved in it myself.” Even programs for new 
product development, a critical success factor, 
are managed at the local operating company 
without regular attention from top mangement; 
given limited attention, top management 
chooses to focus instead on the strategic uncer- 
tainties that arise from the actions of com- 
petitors. 

Managers in each of these firms have made 
certain management controls interactive and 
programmed others. This phenomenon is not 


‘limited to these two companies, but was ob- 


served also in the other 14 companies in the 
sample. One CEO captured the spirit of the 
phenomenon, “we can have all the formal pro- 
cesses in the world and some of these, frankly, I 
don’t give a damn about and others I do. And 
everyone understands the difference.” 


DISCUSSION AND CONCLUSION 


The model presented in this paper departs 
from the traditional analysis. of “fit” between 
formal systems and critical success factors. In- 
stead, new concepts are introduced to link man- 
agement control systems with competitive ad- 
vantage. The research underscores the impor- 
tance of the dynamic relationship between for- 
mal process and strategy: competitive strategic 
positioning, management control and the pro- 
cess of strategy-making play one upon the other 
as the firm evolves and adapts over time. The 
analysis shows that interactive management 
control processes can be used to manage emer- 
gent strategy: rather than focusing on what the 
organization already understands and does well, 
these systems direct organizational attention to 
emerging threats and opportunities. 

Theories of information provide additional 
perspective to the ideas presented in this paper. 
Language theorists differentiate between rules 
that constrain and those that open up new 
realms of activity (Campbell, 1982, p. 128). The 
latter type of rule is capable of generating vari- 
ety, novelty, and surprise. This distinction is 
analogous to that between programmed and 
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interactive. controls. Campbell (1982) illus- 
trates the power of fixed rules in producing un- 
predictable amounts of complexity as informa- 
tion and meaning is generated. The necessity of 
structure to produce meaning, a concept funda- 
mental to theories of information and language, 
is echoed in the way that managers use struc- 
tured, formal process interactively to motivate 
organizational learning. “Structure and free- 
dom,” summarizes Campbell, “like entropy and 
redundancy, are not warring opposites, but com- 
plementary forces” (p. 264). 

Top managers use formal process to gain 
maximum advantage from these forces. These 
managers know that decisions and actions affect- 
ing current strategies will emerge from all 
corners of the organization; their primary job is 
to provide guidance, resources and incentives to 
motivate the organization to gather and inter- 
pret new information so that the organization 
can respond and adapt. Energy is channelled and 
directed by the interactive process; formal man- 
agement control systems provide a common 
language. The organization is energized: 
momentum is created to exploit existing strate- 
gies and to anticipate strategic uncertainties. In- 
formation is shared and interpreted. Action 
plans are tested. New strategies emerge. 

Our analysis suggests that caution is necessary 
in interpreting previous studies that have 
focused on strategy and control. Cross-sectional 
studies such as Khandwalla (1972, 1973) and 
Miller & Friesen (1982) were conducted using a 
single measure for control that was computed as 
the simple average of the importance of various 
aspects of a firm’s administrative controls 
system. Thus, scores to represent the use of cost 
control and variance analysis, formal appraisal of 
personnel, capital budgeting techniques and 
flexible budgeting were averaged to produce 
one summary index. The process model 
developed here, however, suggests that it is not 
the mean value that is of importance, but rather 
the distribution of management attention among 
the various control subsystems. 

Studies that have decomposed control sys- 
tems into constituent elements support the 
process model presented in this paper. Govin- 
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darajan & Gupta (1985) noted that subjective 
bonus systems were beneficial for emerging 
businesses following “build” strategies, but de- 
trimental to businesses in a “harvest” mode. 
Interactive reward systems based on subjective 
evaluation of effort are appropriate for firms that 
need to motivate organizational learning in 
rapidly changing environments and. where re- 
warding team effort is important — typical con- 
ditions of firms in a growth phase. This approach 
is costly, however, and generally uneconomic 
for businesses in slow decline. 

Simons (1987a) found that Prospectors gen- 
erally use a lot of forecast data, set tight budget 
goals, monitor outputs carefully and emphasize 
frequent reporting with uniform control sys- 
tems. Like company B, the prototypical Prospec- 
tor faces strategic uncertainties owing to rapidly 
changing product or market conditions; inter- 
active management control systems such as 
planning and budgeting are used to set agendas 
to debate strategy and action plans in these 
rapidly changing conditions. Defenders, by con- 
trast, use planning and budgeting less inten- 
sively. Like company A, which operates in a rela- 
tively stable environment, many aspects of the 
business that are important in terms of current 
competitive advantage are highly controllable 
and managers need only focus on strategic un- 
certainties — often related to product or 
technological changes that could undermine ` 
current low cost positions. 

Further research must also be sensitive to the 
unit of analysis. This study has focused on busi- 
ness strategy. But what are the process relation- 
ships between management control systems and- 
corporate strategy? Recently, the portfolio man- 
agement approach that has been the corner- 
stone of corporate strategy has been strongly 
criticized (Porter, 1987). The ability of diver- 
sified firms to add value through portfolio tech- 
niques is argued to be increasingly limited in 
today’s efficient capital markets. In terms of the 
process model presented here, a strategic uncer- 
tainty for the diversified firm is the appropriate 
allocation of resources among diverse business 
units. Given the scarce attention of top mange- 
ment, focusing attention on portfolio allocations 
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may limit the attention that can be accorded to 
business-related aspects of management control 
to the detriment of organizational learning and 
effective strategy making. 

This research offers a new perspective for un- 
derstanding how and why firms make the design 
choices that we observe in practice. But there 
are many other questions to be answered. How 
do managers identify strategic uncertainties? 


What types of interactive management controls 


are used by managers in different organizations? 
Do patterns exist among firms following similar 
strategies? Are strategic uncertainties unique to 
each firm or do patterns exist across firms? 
Research to answer these questions is ongoing 
and some further results are reported in Simons 
(1987c). 

Management theoriests must strive to under- 
stand better the dynamic relationship between 
Strategy and management control processes. 


This means not only recognizing that strategy 
formation and implementation are intertwined, 
but also opening up the meaning of management 
control to a broader notion that builds upon 
guidance rather than coercion, and on learning 
as well as constraint. We need, in fact, a better 
language to describe management control pro- 
cesses. Control systems are used for multiple 
purposes: monitoring, learning, signalling, 
constraint, surveillance, motivation and others. 
Yet, we use a single descriptor —- mangement 
control systems — to describe these distinctly 


- different processes. Eskimos use precise words 


to describe different types of snow and sailors 
have specialized words for ropes that perform 
different functions. Management control 
theorists also need a precise vocabulary to de- 
velop and communicate the concepts necessary 
to describe complex organizational phenomena. 
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Abstract 


Simon proposes a contingency relationship between a firm’s strategy and its management control systems. 
However, his model] underspecifies the relationship between strategic uncertainties and management 
controls, underplays the recursive impact of management controls on strategy formulation, and ignores the 
potential influence af managerial characteristics on control system design. 


The major focus of Simons’ paper is on the link 
between strategy and management control sys- 
tems. More specifically, Simons asks, “What is 
the relationship, if any, between the way a firm 
competes and the way that it organizes and uses 
its management control systems?” The paper 
posits a process model of strategy and control in 
which top management regulates strategic un- 
certainties through its choice of strategy and the 
institutionalization ofa management control sys- 
tem. In his Fig. 1, Simons depicts the relationship 
among four key variables (business strategy, 
strategic uncertainties, management controls 
and organizational learning ) as a cyclic one. | 
The paper makes two important contributions 
to the literature on strategic planning. First, it 
provides a rich description of management con- 
trol systems in two firms within the same indus- 
try. Second, in addition to representing the 
effect of strategy on the design of management 
controls, it acknowledges the recursive effects 


of strategic controls on subsequent strategy for-. 


mulation. I believe, however, that Simons’ model 
does not go far enough. That is, it underspecifies 
the relationships between strategy, strategic un- 
certainties and management controls and under- 
plays the impact of management controls on 
strategy formulation. Furthermore, the analysis 
gives short-shrift to the learning step which 
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completes the loop between management con- 
trol systems and strategy and to the mechanisms 
by which strategic change is induced when the 
strategy fails. 


MANAGING STRATEGIC UNCERTAINTIES 


It is difficult to discern from the paper 
whether strategic uncertainties for Simons refer 
to objective threats and opportunities the firm 
encounters or to an environment which man- 
agement perceives or to an enacted environ- 
ment which management creates. Management 
theorists differ in their depictions of the environ- 
ment as determined (Hannan & Freeman, 1978; 
Aldrich, 1979), perceived through the eyes of 
less-than-perfect observers (Duncan, 1972; 
Downey et al., 1981; Lorenzi et al., 1981) or 
created through acts of interpretation and action 
(Weick, 1979; Smircich & Stubbart, 1985). 

What people refer to as their environment is generated 

` by human actions and accompanying intellectual efforts 
to make sense out of these actions. The character of this 
produced environment depends on the particular 
theories and frameworks, patterns of attention, and affec- 


tive dispositions supplied by the actor-observers (Smir- 
cich & Stubbart, 1985, p. 726). 


Regardless of which school one adopts, how- 
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ever, they all seem to agree that there are bound- 


aries which limit managerial discretion. These 
limitations are not explictly considered in Si- 
mons’ modeL Instead, it appears from his appli- 
cation of the model to the two cases that mana- 
gers are always able to temper or forestall the 
effects of uncertainty through design of an ap- 
propriate control system. For example, Hre- 
beniak & Joyce (1985) distinguish contexts in 
which firms can adapt by design from those in 
which they adapt by chance or adapt within con- 
straints or may not be able to adapt at all. It 
seems reasonable to assume that management 
control systems would be designed differently 
to correspond to each of these contexts. 

A brief discussion of the limited attention of 
managers suggests that Simons is more comfort- 
able with conceiving of managers as interpret- 
ers. Theorists consistent with this perspective 
also differentiate strategic contingencies ac- 
cording to the degree of threat or opportunity 
they invoke (Dutton & Duncan, 1987; Dutton & 
Jackson, 1987) or by the adjudged ability of the 
firm to respond (Wartick & Christy, 1986). 
Thus, the nature of strategic contingencies 
themselves as interpreted and acted upon by top 
management could be expected to require dif- 
ferent management controls. Consideration of 
how differences in interpretation of strategic 


contingencies shape management control sys- 
tems would enrich Simons’ model. 


THE INFLUENCE OF MANAGEMENT 
CONTROLS ON SUBSEQUENT 
STRATEGY-MAKING 


Learning, for Simons, is described as a process 
by which management signals to subordinates 
about its strategic intentions. I cannot help but 
wonder, then, if learning is only for the lower 
levels of the organization? What about the 
mechanisms by which top management also 
learns? The model'seems to perpetuate an image 
of top management as an omnicient and omnipo- 
tent navigator of the seas of uncertainty. What 
happens, for example, if an unanticipated 


strategic uncertainty strikes, such as a hostile. 
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takeover attempt or a major accident such as 
Three Mile Island or Bhopal? 

An alternative model imagines managers as 
co-participants in the enactment of their 
Strategic environments (Pfeffer & Salancik, 
1978; Weick, 1979; Smircich & Stubbart, 1985). 
Not only do they interpret strategic contin- 
gencies, but they construct the environment 
with which they will have to navigate in the 
future (Giddens, 1979; Gray et al., 1985). They 
create the context within which the next round 
of strategic decisions will be made. 


... organized people often struggle within the confines of 
their own prior enactments. Patterns of enactment 
rooted in prior personal, organizational and cultural ex- 
periences powerfully shape ongoing organizational and 
cultural options. Starbuck (1983) calls these patterns 
“behavior programs” and emphasizes how past thinking 
gets concretized into standard operating procedures, job 
specifications, buildings, contracts, and so on that take on 
the aura of objective necessity (Smircich & Stubbart, 
1985, p. 732). 


Applying this to Simons’ model, enactment 
occurs precisely through the choice of which 
management controls to make interactive. That 
structures subsequent organizational learning 
and delimits what top management will and will 
not attend to. Thus, the choice of control sys- 
tems imposes a “mindset” or a set of blinders on 
the organization which reinforces existing 
interpretations and discourages novel interpre- 
tations. Research on cognition confirms that 
people pay attention to behaviors and events 
that are consistent with their existing frame- 
works for sense-making and tend to discredit 
conflicting evidence (Kiesler & Sproull, 1982; 
Gray & Allen, 1987). This leads to persistence in 
a course of action, often beyond its usefulness 
(Staw, 1976). 

That brings us back then to questions con- 
cerning how top management learns and how a 
change in strategy is introduced. Burgelman 
(1983) argues that a major consequence of the 
structural context is a reduction in the variation 
in proposals for strategic change which emerge. 
He contends that a second track of autonomous 
strategic behavior is needed in order to, intro- 
duce new initiatives. These initiatives arise from 
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the lower and middle levels of the organization, 
but require the use of political tactics in order to 
induce any modifications in the existing 
strategy. Political pressure is needed to over- 
come the inertia created by existing control sys- 
tems which, according to Burgelman, “impound 
the learning of the firm over time” (p. 68). Miller 
& Friesen (1982) seem to be making a similar 
argument with their findings that management 
controls utilized in prospector firms discourage, 
rather than encourage innovation. 

Simons seems oblivious to the need for politi- 


cal maneuvering to induce strategic change. 
While he acknowledges a role for debate over 


planning and budgets, the acceptance of 


strategic initiatives by middle and lower levels is 
taken for granted. It seems curious that the inter- 
viewees in companies A and B did not report any 
resistance to strategic directives created by iner- 
tial forces and vested interests in the status quo 
(Miller & Friesen, 1980; Quinn, 1980; Gray & 
Ariss, 1985). Simons does, however, acknow- 
ledge top management’s resistance to entertain- 
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ing proposals which deviate from its current 
strategic course. Clearly the political function 
served by management controls deserves explor- 


_ ation in subsequent work. 


MANAGERIAL CHARACTERISTICS 


One final set of factors which influence 
strategic decisions may help explain why differ- 
ent firms institute different systems of control. 
Recent work by Hambrick & Finkelstein (1987) 
and Miller & Droge (1986) speculate that top 
management characteristics (e.g. aspiration 
level, tolerance for ambiguity, need for achieve- 
ment, political acumen, etc.) influence strategic 
choices and the exercise of discretion and con- 
trol in the organization. If the additional 14 cases 
in Simons’ research do not correspond to the 
Prospector/Defender prototypes illustrated by 
companies A and B, some explanation for the 
deviations may be found in top management at- 
tributes such as these. 
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THE APPEARANCE AND DISAPPEARANCE OF ACCOUNTING: 
WAGE DETERMINATION IN THE U.K. COAL INDUSTRY* 


-P. D. BOUGEN 
Rice University 
‘and 
S. G. OGDEN and Q. OUTRAM 
University of Leeds 


Abstract 


Histories of accounting have usually concentrated upon its progression and development. This paper 
focuses instead upon an illustration of the regression and resistance to accounting. The evidence suggests 
that this cannot be explained by some dissatisfaction with the calculative deficiencies of accounting. 
Rather, it is only by examining the problems and priorities of the participants actively involved in the 
situation that the injection and,ejection of accounting can be understood. 


The focus of this paper is on the appearance and 
disappearance of accounting in a- social and 
economic arena, namely the process of wage de- 
termination in the British coal industry. In 
analysing how and why accounting came to be 
injected and subsequently ejected from this par- 
ticular process, the study is essentially con- 
cerned with the instabilities of accountings’ in- 
volvement with the social. By highlighting an in- 
stance of both the acceptance and repudiation of 
accounting the paper seeks to depart signific- 
antly from the more conventional analysis of the 
historical progression of accounting. 

The current encroachment of accounting into 
a variety of new arenas (Hopwood, 1985) con- 
tinues at an unabated pace, with such advance- 
ments often being lauded as symbols of organiza- 
tional and social progress and developing ration- 


ality (Meyer, 1986; Miller, 1986). Alleged grea- 


ter decision usefulness, greater objectivity and 
greater precision have become the chosen 
criteria by which its advancement is measured. 
The appearance of accounting, the roles it plays 
and its social receptivity too frequently are taken 
for granted. Not surprisingly, therefore, account- 


ing is often assumed to reside harmoniously 
within the social, with rarely any examination 
being undertaken of the complexity and signifi- 
cance of the contextual locations within which 
this occurs. Moreover, remarkably little has 
been said of the possibility of the regression and 
ultimate rejection of accounting. 

Hopwood (1987, p. 207) has described the 
general approach of many accounting histories 
as antiquarian, and has argued that: 


... most of the studies that are availabie have adopted a 
rather technical perspective delineating the residues of 
the accounting past rather than more actively probing 
into the underlying processes and forces at work. 


The history of.accounting becomes the history 
of the profession, the development of its tech- 
niques and the expansion of accountings. Such 
teleological explanations of the development of 
accounting view its progress as accounting “be- 
coming what it should be” (Hopwood, 1987). 

A new literature has, however, recently 
emerged (Armstrong, 1985, 1987; Hoskin & 
Macve, 1986, 1988; Loft 1986; Miller & O’Leary, 
1987) seeking to examine more critically the 


*The authors are grateful for the helpful comments of two referees. 
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origins and roles of accounting systems and in 
particular their relationship to other economic 
and social phenomena. This research has firmly 
rejected any temptation to accept accounting on 
its own terms: what it alleges of itself or what is 
commonly alleged of it (Burchell et ai, 1980, 
1985; Cooper, 1981; Hopwood 1978; Scapens, 
1984; Tomkins & Groves, 1983). Exciting and 
novel though this research has been, it is in- 
teresting to note the extent to which common to 
all these studies is the underlying acknowledge- 
ment of the forward march of accounting. Al- 
though often critical of the motives for such ad- 
vancement and progression, nevertheless the 
central tenet of the work has been one of docu- 
menting accountings’ successive colonizations. 
Miller & O'Leary (1987) point to the inter- 
twining of costing and budgeting methods with 
a wider apparatus of state powers and priorities, 
to portray the emergence of the “governable” 
person. Hoskin & Macve (1986, 1988 ) painstak- 
ingly trace the myriad of linkages between ac- 
counting systems, organizational structure and 
development, and the quest for social and or- 
ganizational discipline. Armstrong (1985, 1987) 


analyses the victory of accountants over other. 


professionals in achieving managerial ascen- 
dancy in capitalist enterprises. Loft (1986) de- 
monstrates that the historical advancements by 
accountants were not the product of chance but 
were instead implicated with economic and so- 
cial developments, in which linkages were 
forged between professionalization and the state 
quest for greater accountability from its agents. 
Whilst all of these studies raise important issues 
for the researcher interested in tracing the his- 
tories of accounting, all converge in their at- 
tempt to document how accounting has “be- 
come what .it was not” (Hopwood, 1983). This 
paper focuses instead on an example of how ac- 
counting “was what it has not become”. 

In acknowledging that accounting might well 
have been something which it has not become, 
one implication that may be drawn is that the 
properties of accounting that are invoked to 
explain its appearances may well be transient. 
This underlies the limitation of basing explana- 
tions of accountings’ emergences and sub- 
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sequent roles on its technical and calculative 
qualities, rather than on the problems and 
priorities of the participants actively involved in 
the situations in which accounting is called upon 
to function. This caution not only applies to his- 
torical studies of accounting but has import for 
modern conceptualizations of the role of ac- 
counting too, particularly in the context of in- 
dustrial relations. At first sight industrial rela- 
tions, given its central concern with processes of 
‘wage determination, would appear to be an 
arena receptive to the interventions of account- 
ing. However the role of accounting, if not en- 
tirely absent (Choudhury, 1988), is nevertheless 
limited. Attempts to model the ways in which ac- 
counting could intervene in wage negotiations 
have to a greater or lesser extent (Palmer, 1977; 
Pope & Peel, 1981; Foley & Maunders, 1977), as- 
sumed too easily that the injection of accounting 
into such arenas would be non-problematic and 
would have only beneficial effects. The analyti- 
cal insensitivity of these studies derives from too 
exclusive a focus on the technical and calcula- 
tive capacities of accounting, and an insufficient 
attention to the conflicts of interest that divide 
the negotiating parties (Ogden &' Bougen, 
1985). When it does make an appearance it is 
usually in the context of negotiations and in a 
highly partisan fashion as tactical support for 
management. This not only reflects the predilec- 
tion of most managers to use accounting infor- 
mation in this way (Marsh & Hussey, 1981) but 
has also been argued as appropriate (Craft, 
1981). Not surprisingly, when deployed in such 
a partisan fashion accounting is not usually posi- 
tively received by workers. On some occasions 
workers may oppose it by rejecting the conclu- 
sions it points to (Levi et al., 1984), or in more 
exceptional cases challenge its underlying ` 
rationale and argue for alternative uses of corpo- 

tate resources to surmount management de- 

clared problems (Wainwright & Elliot, 1982). 

More typical however, is a passive acceptance of. 
the arguments management advance on the 

basis of accounting data, a response which is as- 

cribed by a variety of authors (Fox, 1974; Cres- 

sey et al, 1985) to the powerlessness that 

characterizes employees’ experience in employ- 
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ment relations. 

Little detailed research has been undertaken 
to explore further specific labour responses to 
the managerial mobilization of accounting num- 
bers in industrial relations contexts. One excep- 
tion is the work of Knights & Collinson (1987) 
who document the response of workers in the 
1980s to a management initiated redundancy 
audit as one where “the financial accounts, and 
the redundancy programme they supported, 
were taken at face value and accepted almost 
fatalistically”. They ascribe this behaviour to 
both class and gender based factors, arguing that 
the abstract nature of the accounting numbers, 
the association by labour of accounting numbers 
with managerial prerogatives, and a curious mas- 
culine predilection for “common sense” all com- 
bined to render labour incapable of challenging 
accounting numbers. This contrasts markedly 
with the work of Bougen (1988, 1989) who on 
the basis of case study evidence from the 1920s, 
documents how workers were able in the con- 
text of joint consultation to critically question 
management-provided accounting data with 
such effectiveness that management was eventu- 
ally compelled to abandon accounting explana- 
tions of factory activities and resort instead to 
“common sense” explanations. 

Although both the capacity and readiness of 
labour to interrogate accounting numbers re- 
quires additional research, it is already apparent 
from the studies cited above that the factors in- 
volved are complex and are for the most part 
rooted in the specific local cont of the or- 
ganizational and industrial relations settings. 
This is borne out by the research on the coal in- 
dustry reported below. 

The coal industry suggests itself as a particu- 
larly appropriate site to focus on in view of the 
controversy that surrounded the use of account- 
ing calculations in the recent 1984/5 miners’ 
strike over pit closures. Cooper & Hopper 
(1988) in bringing together a collection of pap- 
ers concerned with the issue of pit closures 
drew attention to the variety of potential roles 
that accounting could play in a dispute such as 
this, and highlighted the controversy that sur- 
rounded the National Coal Board’s use of 
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financial accounts to justify the pit closures that 
prompted the strike. Yet despite the possibilities 
this debate provided, and although the National 
Union of Mineworkers did commission, albeit 
half-heartedly, some external scrutiny of the 
economic and accounting aspects of the Coal 
Board’s case (Glyn, 1988 ) it did not engage in an 
accounting debate with the Coal Board. Rather it 
primarily based its opposition to the arguments 
for pit closures on a quite different calculus, 
namely the importance of preserving miners’ 
communities, and the jobs that underpinned 
them (Jones, 1986; Adeney & Lloyd, 1986; 
Beynon, 1985). Nevertheless the history of the 
industry indicates that the involvement of ac- 
counting in industrial disputes was not always as 
one-sided and partisan as the events of 1984/5 
suggest. Furthermore, it reveals that the rejec- 
tion of an accounting discourse by the miners is 
not exclusively a contemporary phenomenon. 

In the sections that follow we examine the 
roles of accounting and its acceptance and rejec- 
tion in two contrasting eras in the history of 
British coalfield industrial relations. Firstly, we 
consider an episode from the 1870s where ac- 
counting was fully accepted by both sides for 
wage negotiations and functioned to facilitate 
the resolution of disputes. Secondly, we con- 
sider the period immediately after the First 
World War when accounting came under sus- 
tained attack from mining trade unionists and 
was eventually ejected from the discourse of 
coal mining industrial relations at national level. 
The main focus of our attention in this section is 
on the short but rapidly changing and complex 
period from 1919 to 1921 although the events of 
these years gave rise to a long drawn out coda 
that takes us to the Second World War. Whilst 
both episodes are located in their historical con- 
texts this is not intended to constitute a continu- 
ous history of the role of accounting in the wage 
negotiations of the industry: this is a daunting 
tasks and beyond the scope of this paper. We 
rather wish to drawn attention to the contrast 
between two separate periods in order to illumi- 
nate how accounting came to be accepted and 
then rejected. 

In our earlier example we consider in detail 


152 


the wage negotiations of 1875-76 in Northum- 
berland, one of the main coal producing areas of 
Britain at the time and one in which established 
collective bargaining first developed in the early 
1870s (Clegg etal., 1964, p. 18). In 1875—76 dis- 
putes over wages in the Northumberland coal- 
field were jointly referred by the coal owners 
and the miners’ union to an arbitration commit- 
tee. In each of the arbitration cases accountants 
and accounting numbers were strategically in- 
jected into the decision making process: anin- 
itiative welcomed by both sides. The employ- 
ment of accountants and the information they 
produced was accepted by both mine owners 
and miners. Yet this was at a time of little or no 
professional organization and rudimentary tech- 
niques (Brown, 1905; Lisle, 1903; Littleton, 
1933; Woolf, 1912). The case study evidence at- 
tempts to show that the usefulness of accounting 
and hence its injection into the arbitration pro- 
cess'was contingent upon the arbitration con- 
text rather than on the possession of technical 
expertise per se. This suggests that explanations 
of the emergence'of accountants and accounting 
on grounds of technical proficiency alone need 
more .careful scrutiny. Such a need is further 
highlighted by subsequent developments in the 
coal industry. If the argument that accountants 
and accounting could appear at such a historical 
conjuncture:on what was hitherto unfamiliar 
ground by reason of technical accomplishment 
alone it could be anticipated that greater techni- 
cal and professional development would en- 
hance its potential as an effective mechanism for 
the resolution of future industrial relations dis-: 
putes. However, this was not to be the case. As 
the conditions that made arbitration acceptable 
as a way of settling wage disputes changed, so 
the potency of accounting to intervene in this 
way evaporated. The later history of the coal in- 
dustry reveals that the involvement of account- 
ing became increasingly contentious, ultimately 
becoming the means of articulating disagree- 
ment rather than generating harmony. By the 
end of the First World War, wage negotiations, at 
least on the miners’ side, were informed by very 
different arguments. In their demands for higher 
wages, shorter hours and the nationalization of 
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the mines, the miners’ union argued their case 
not only on the economics of colliery operations 
but on the “standard of life” of the mineworking 
population: the cost of living, occupational 
hazards and social conditions. They employed a 
different social and economic calculus from that 
which had previously characterized collective 
bargaining in the industry. In these cir- 
cumstances there was little opportunity for ac- 
counting to play the central role it had previ- 
ously performed in facilitating agreement be- 
tween the two sides. It had been ejected from its 
position of pre-eminence. 


COAL AND ACCOUNTING: THE 1870s 


Arbitration and sliding scales 

Men were arrested, bailed, and released. Evictions began 
without delay, plainly as a counter-move to the strike, for 
the houses stood empty and it was weeks before the 
black-legs appeared. In the cold rain of a December day 
women and children were turned into the streets to shel- 
ter under the rude tents which the men made out of ta- 
bles, and blankets, and the old four-poster beds 
(Welbourne; 1923, p. 118). ) 


At present it would seem that the only choice lies be- 
tween the acceptance of a “price basis”, which the own- 
ers say is a rough and unskilled method, and the. much 
rougher, yet more unskilful, and utterly barbarous alter- 
native of a strike or lock-out (Northumberland Coal Ar- 
bitration, March 1875, p. 49). 


For many decades before 1870 the “dominant 
mode of'resolving disputes” (Church, 1986, 
p. 731) not only in Northumberland but also 
throughout Britain was the strike or lock-out 
with its attendant brutalities and violence. Given 
the volatility of coal prices and the large propor- 
tion of total costs accounted for by wages, the 
major industrial relations problem in the indus- 
try was the question of wage determination. 
Welbourne’s graphic description of a coal strike 
in the 1860s, quoted above, provides a starting 
point for understanding the shared interest of 
miners and coal owners in developing arbitra- 
tion. That miners should have an interest in find- 
ing a method of resolving disputes involving less 
hardship than that produced by a sustained lock- 
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out or strike is clear, but to a large extent this in- 
terest was also shared by owners. Lock-outs and 
evictions could lead to a rapid escalation of con- 
flict. As Church (1986, p. 653) describes: 


[Evictions] provoked agitation and threats which led to 
the appointment of special constables, sometimes police 
intervention, and occasionally culminated in the mobili- 
zation of troops to quell riotous assembly, public disor- 
der, destruction of property, or physical violence. 


Owners thus had an interest in avoiding the 
direct threat to their property which such in- 
dustrial relations engendered. Moreover, as the 
North East was a major exporting area “orders 
did not accumulate during a strike or period of 
output restriction: they went elsewhere, 
perhaps for good”. This, in conjunction with the 
fact that export prices were even more volatile 
than domestic prices, “increased the eagerness 
of the owners for rapid adjustments in wages” 
(Clegg et al., 1964, p. 18). The development of 
arbitration along with sliding scales for wage ad- 
justment and more stable bargaining relation- 
ships between coal owners and trade unions in 
the North East represented a concerted attempt 
to put the industrial relations of the industry on 
a less violent and more ordered basis. 

However, two considerations made the ap- 
peal of arbitration somewhat conditional for the 
employers. In order for arbitration to operate ef- 
fectively strong organization was required on 
both sides to ensure that members of trade 
unions and employers accepted and adhered to 
agreements. Indeed from the employers’ per- 
spective the capacity to discipline and control 
members was a primary motive for recognizing 
trade unions and agreeing to enter into joint reg- 
ulatory arrangements with them (Fox, 1985). 
Secondly, employers had to have sufficient con- 
fidence that the likely terms of settlement result- 
ing from arbitration would, minimally at least, 
meet their assessments of what was necessary in 
terms of wage reductions to maintain the profita- 
bility of their collieries. 

On the union side there was a quite specific 
organizational interest in resolving disputes 
through arbitration. Trade unionism in the coal 
industry had experienced a high degree of insta- 
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bility: unions could emerge with substantial 
memberships in a very short period of time, only 
to experience an equally dramatic demise. Two 
factors made sustaining trade union organization 
difficult: the determination of employers in the 
period before 1870s to oppose it and the con- 
stant fluctuations in the selling price of coal. 
When prices were rising, trade union organiza- 
tion was far more feasible as it enjoyed some bar- 
gaining power and was reasonably successful in 
ensuring miners received increases in wages. 
However, they were unsuccessful in preventing 
rapid downward adjustments of .wages when 
prices fell. Often the process of disintegration of 
union organization would be heralded by a 
strike to resist wage cuts which invariably would 
end in defeat and subsequent victimization of 
union organizers. 

From the late 1850s till the coal boom of the 
early 1870s coal prices moved gradually up- 
wards without great variation about this trend 
and this provided a favourable background to 
union organization (Church, 1986, p. 55). The 
founding of permanent unions in the industry 
dates from this time, with unions in South York- 
shire and Northumberland dating from 1864 and 
Durham from 1869. It was in these latter two 
counties that union organization became most 
firmly established in the 1870s. 

In their search for a durable form of trade 
union organization union leaders in Northum- 
berland and Durham, were convinced that “their 
unions must be be ready to accept wage cuts 
when prices fell” (Clegg et al., 1964, p. 19). This 
was not a particularly unusual standpoint, for, as 
Church (1986, p. 696) has noted, “the belief that 
prices determine wages was widely accepted by 
both sides”. What was contentious however, was 
the method and scale of adjustment. Given their 
opposition to the strike weapon, union leaders 
in many of the districts in which unions had been 
established in the 1870s sought to formalize the 
process of wages adjusting to price changes in 
jointly negotiated agreements, commonly 
known as sliding scale agreements. Indeed in 
Northumberland union leaders had sought a 
sliding scale agreement as early as 1872 but the 
owners had rejected the proposal (Church, 
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1986, p. 659). The union leaders’ preference for 
sliding scales may have reflected a conservatism 
and moderation which hardly endeared them to 
their more militant colleagues, but it certainly 
demonstrated a realistic assessment of the pre- 
vailing power relations in the industry at the 
time. “A recognition of the need for wage reduc- 
tions was a condition of union survival at that 
time and their sliding scale agreements show a 
realisation that automatic adjustments through 
the formal machinery of the boards were to be 
preferred to the frontal clashes which had de- 
stroyed so many unions” (Clegg et al., 1964, p. 
23). While pressing for sliding scale agreements, 
union leaders in the North East were also pre- 
pared to seek solutions to differences with the 
owners through arbitration by independent 
chairmen. This would equally well serve their in- 
terests since participation in arbitration would 
promote the organizational status and legiti- 
macy of the union, notwithstanding the pre- 
mium it would place on their capacity to ensure 
that union members abided by arbitration out- 
comes. 


The 1875/76 Northumberland arbitration 
cases 

It was in this context that in March 1875, De- 
cember 1875 and September 1876 claims by the 
Steam Collieries Defence Association, the North- 
umberland collieries employers’ organization, 
for a reduction in wages were opposed by the 
Northumberland Miners’ Mutual Confident As- 
sociation, the miners’ union. In each case it was 
jointly agreed to refer the dispute to an Arbitra- 
tion Committee. This consisted of two arbit- 
rators appointed by the employers, two by the 
miners and an “independent” umpire. Invariably 
the independent umpire made the final decision 
as the other arbitrators, not surprisingly, took 
partisan positions: This clearly made the 
appointment of the umpire critical, and entailed 
the possibility that the personal idiosyncratic 
views and priorities of the umpire might have 
undue influence in the decision making process. 
As Allen (1971, p. 69) has stated: 


Whilst the institution of collective bargaining proce- 
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dures was a radical departure from past practices, the ac- 
ceptance of arbitration by employers was cven more 
remarkable for it was an acknowledgement that indepen- 
dent persons could sit in judgement on what hitherto had 
been regarded as the private preserve of employers. 


However, such disquiet as the owners may 
have felt was minimized as the umpire for the 
first arbitration hearing was Rupert Kettle, Judge 
of the Wolverhampton County Court and a 
strong supporter of the idea of conciliation and 
arbitration. Moreover, “he had been suggested 
by the owners themselves” (Northumberland 
Coal Arbitration, December 1875, p. 22). This is 
not surprising since his views were not particu- 
larly at odds with those of the coal owners: for 
example, while adjudicating in the Northern 
Iron Trade dispute in 1869, he had stated that 
“... price forms the only legitimate fund out of 
which wages can be paid, and the enquiry should 
be strictly confined to this” (quoted in Porter, 
1970, p. 464). This predisposition to view the 
selling price of coal as the primary determinant | 
of the appropriate wage level was also accepted - 
by the unions: Indeed the fact that there was 
some explicit agreement by the union as well as 
the owners that selling prices would have to be 
the central consideration in determining wage 
reductions facilitated agreement over what the 
criteria of decision-making should be for the ar- 
bitration. 

To the owners, corporate profits were clearly 
not appropriate: “. . . that it shall be based upon a 
question of profits the owners unhesitatingly 
deny” (Northumberland Coal Arbitration, 
March 1875, p. 9). Although it was accepted that 
“... the price of labour really and truly depends 
upon supply and demand ...”, the selling prices 
of coal were viewed as a“... practical mode of 
settling the question” and “... accepted as an 
expedient” (Northumberland Coal Arbitration, 
March 1875 p. 9). The miners’ representatives- 
were even more forthcoming about the use of 


selling prices: 


... although we are far from believing that it is a perfect - 
method, and firmly bold indeed that profits and losses 
are an important element in tbe question, and that these 
should always be taken into the account, we yet trust that 
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our present system will only be abandoned when we see 
our way to the adoption of a better, more equitable, and 
more satisfactory method of adjusting our differences 
(Northumberland Coal Arbitration, March 1875, p. 49). 


Given that both parties agreed on the centrality 
of selling prices (and with umpires similarly pre- 
disposed ), it might be anticipated that the arbit- 
ration process would be simply a matter of arith- 
metic adjustment. However, from the very com- 
mencement of the arbitration proceedings the 
identification of the appropriate measurements 
of selling prices and wages proved contentious. 
Whilst the selling prices of coal had clearly fal- 
len, the exact reduction was not agreed upon: 
the benchmark date for the calculation, the qual- 
ity of coal, the different prices paid by different 
customers, and what constituted current selling 
prices were all disputed. The wages received by 
miners were similarly an issue of contention: 
The owners introduced the cost of colliery cot- 
tages, reduced hours of work as a consequence 
of the Mines Regulation Act 1873, decreases in 
efficiency and the cost of capital invested in im- 
proving colliery safety as relevant considera- 
tions in this context, all of which the miners con- 
tested (Northumberland Coal Arbitration, 
March 1875, p. 54). 

The disagreement over the measurements of 
the two key variables of selling prices and wages 
was compounded when both sides introduced 
additional considerations into the debate. The 
height and difficulty of various seams; compara- 
ble district wage rates for similar work; and the 
market value of by-products from the mining 
process were all raised. Moreover, resort to 
more personal and emotive arguments was 
employed such that by the September 1876 ar- 
bitration case the miners were demanding that 
the “... height, weight, temperament, character 
-and qualifications of the men to be compared 
...” (Northumberland Coal Arbitration, Sep- 
tember 1876, p. 25) as they sought to draw 
attention to the individual qualities of the North- 
umberiand miner. 

The complexity of the variables which both 
parties believed to impinge upon the level of 
wages was immense. Furthermore, throughout 
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the three arbitration cases such variables con- 
tinually reappeared without ever being fully ag- 
reed upon. However, both parties were aware 
that a decision as to wage levels had to be 
reached and that it had to be done in a way 
which satisfied the structured arrangements of 
the arbitration process. 


The roles of accounting 

When accountants were employed in the 
Northumberland Coal Arbitration cases, there 
existed neither an organized accounting profes- 
sion nor a refined package of measurement tools 
and techniques (Brown, 1905; Woolf, 1912). 
Whilst local district societies of accountants had 
recently (1870, 1873) been set up in Liverpool, 
London and Manchester (Woolf, 1912, p. 178; 
Lisle, 1903, p. 13) no centralized body existed to 
administer the development of the profession. 
Indeed, “. .. as Frederick Whinney recalled, Lon- 
don in the 1870s contained a number who 
thought they had nothing whatever to do to be- 
come accountants but to put a plate and desig- 
nate themselves as such in order to become rich 
men” (Jones, 1981, p. 67). More generally: 


we find accountants, whilst practising in their profession, 
were also agents of various sorts -— auctioneers, bailiffs, 
brokers, debt collectors, clerks to law solicitors, law 
stationers, waiters, tailors, publicans, keepers of refresh- 
ment rooms, wine merchants and so on ... (Littleton, 
1933, p. 282). 


It was not, however, only the structural ar- 
rangements of an organized profession which 
were so manifestly lacking. The subject matter of 
accounting whilst historically having attracted 
considerable intellectual endeavour and atten- 
tion (Littleton, 1933, pp. 3—11) nevertheless 
existed as a fragmented and underdeveloped as- 
sortment of techniques with respect to: 


... the presentation of information and to rules of proce- 
dure for the valuation of assets and liabilities and the mea- 
surement of profit ...(Edey & Panitpakdi 1956, p..360). 


For the decision maker intending to use ac- 
counting data the quality was “questionable” 
(Lee, 1979, p. 18). Whilst the theory and prac- 
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tice of accounting was, therefore, established on 
very fragile foundations it is interesting to con- 
sider the extent to which accountants were in- 
volved in various kinds of arbitration work. Such 
work may well have commenced in bankruptcy 
proceedings where in the late eighteenth cen- 


tury: 


... it was a comman practice in trusts for creditors, to ap- 
point an arbiter to decide all questions of preference, 
ranking and the like, and to direct the manner of realising 
the property of the bankrupt; and, as time advanced, it be- 
came not unusual to select an accountant for the purpose 


(Murray, 1930, p. 72). 


By the mid-nineteenth century, a number of ac- 
counting firms make reference to their work as 
arbitrators. Harding and Pullein (the firm which 
Frederick Whinney joined), for example, ap- 
peared in 1850 as “accountants and arbitrators” 
(Jones 1981, p. 33). The services of Deloitte and 
Greenwood were similarly “invoked as arbit- 
rators” in the late 1850s (Kettle, 1982, p. 31). In- 
terestingly for our case histories of the coal in- 
dustry, Jones (1981, pp. 57—58) documents that: 


Edwin Waterhouse recalled how early in 1870 he was 
employed by Fox Heads Company to determine a prop- 
ortion of their profits, which under a profit-sharing 
scheme was appropriate as a bonus on the wages paid to 
their men... . Waterhouse decided in future “an indepen- 
dent accountant might ascertain the average selling val- 
ues and the wages of the men should arise or fall in accor- 
dance therewith under a sliding scale to be agreed upon”. 


It was, therefore, not unusual in 1875/76 to find 
accountants involved in arbitration proceed- 
ings. 

Nevertheless the roles for accounting in such 
a context are complex. At one level the appear- 
ance of accounting in the arbitration process is 
straightforward. In the March 1875 case and in 
the subsequent two hearings accounting was in- 
troduced by the mine owners as a means of pro- 
ving to the miners the accuracy and reasonable- 
ness of their case for a wage reduction without 
disclosing information they regarded as confi- 
dential. The coal owners were adamant that data 
relating to profitability should not be disclosed 
to the miners, but were equally aware that the 
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miners’ representatives were unlikely to take on 
trust the information supplied by them on the 
selling prices of coal and the quantity sold. In the 
light of this, the owners considered that: 


This difficulty had been overcome so far, however, that 
the owners have consented to allow two firms of accoun- 
tants to have such access to their separate books, ac- 
counts, amd colliery pay sheets, as would enable them to 
prepare a correct and almost mathematically accurate 
analysis of the price and quantity of coal sold, the quan- 
tity of coal raised, and the number and wages of men 

_ employed in the early part of 1871 and at the present 
time (Northumberland Coal Arbitration, March 1875, pp. 
9—10). 


Despite the concern of some owners about dis- 
closing commercially sensitive information to 
each other, it is clear than the chief significance 
of this external verification process performed 
by accountants was as a means of promoting the 
accuracy of the figures, whilst avoiding the 
direct scrutinization of colliery records by min- 
ers. In this context it was intended that the ac- 
countants were to act as an impartial inter- 
mediary between the two sides. | 

The miners themselves also had a vested in- 
terest in the role accounting was to play. The 
standing of the union as an effective and reliable 
organization for conducting industrial relations 
discussion was at best precarious, and preserv- 
ing its status in this role required the ability to 
ensure that arbitration awards would be adhered 
to by their constituents. This in turn meant that 
rank and file members had to be persuaded of 
the reasonableness of the outcomes of the arbit- 
ration process. To this end the miners leaders 
had to satisfy their constituents of the neutrality 
and factual basis of the arbitration process. Thus 
the miner’s representatives stated in the first ar- 
bitration case the need for “... the absolute 
necessity of the case for a reduction being made 
out by the most indubitable evidence before it is 
enforced” (Northumberland Coal Arbitration, 
March 1875, p. 54). In the December arbitra- 
tion, the miners stressed that: 


... we shall certainly want a very searching investigation 
into the figures presented by the owners, either by ac- 
countants or by other competent and disinterested per- 
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sons not so much to test the mere arithmetical correct- 
ness of the figures put in, as to examine into the fairness 
or otherwise of the data on which the figures bave been 
obtained Northumberland Coal Arbitration, December 
1875, p. 21, emphasis added). 


The umpire, F. Herschell, Q.C., M.P., reassured 
the miners and stated “I should not ask the men 
to accept any of the figures put in by the masters 
without an opportunity oftheir being verified by 
some independent accountant whom I should 
appoint” (Northumberland Coal Arbitration, 
December 1875, p. 35). 

In addition however to these manifest roles, 
accountants played a more latent role which was 
valued by both parties. This was concerned not 
so much with verification but rather with legiti- 
mation. Both sides wanted to reach a settlement: 
yet there was much that separated them. Both 
sides accepted the need for a wage reduction: 
but there was no agreement on how much this 
should be. Both sides were capable of deploying 
numerous arguments to justify their own par- 
ticular interpretation of what wage reductions 
were necessary: but neither side was confident 
of convincing the other of their case. The deci- 
sion to go to arbitration was itself a recognition 
that these differences of opinion were unlikely 
to be reconciled through negotiation alone. 
However, the success of arbitration was cru- 
cially dependent on the decision being accepta- 
ble to both sides. Failure would inevitably mean 
a return to the traditional methods of strike and 
lock-out. 

The procedures of the arbitration hearings 
were themselves integral to the achievement of 
this end. By providing an arena for the respective 
arguments, evidence and viewpoints of the own- 
ers and miners, the ritual of the arbitration pro- 
cess ensured that the umpire was aware ofall the 
considerations both sides thought were rele- 
vant. As the umpire in the December arbitration 
case stated: “in reality, half the value of an Arbit- 
ration of this sort is in common and open discus- 
sion giving every one an opportunity of saying 
out distinctly what they think and what is the 
answer to it” (Northumberland Coal Arbitration, 
December 1875, p. 167). Such an investment in 
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“due process” was necessary not only to take 
maximum advantage of the formal opportunity 
to persuade the umpire of the validity of their 
case, but also to reassure their respective con- 
stituents that the best case possible had been 
presented. This was particularly important to 
the miners’ leaders, concerned as they were to 
secure their rank and file members’ agreement 
to the arbitration settlement. However the com- 
mitment to due process also demanded that the 
decision of the arbitrator was justifiable in the 
light of the evidence presented. This raised the 
question of criteria for determining the point at 
issue: namely the amount of wage reductions. 
The umpire in making his decision was obliged 
to publicly explain its basis. The imperatives of 
arbitration necessitated justification not only of 
the decision but also of how it had been arrived 
at. Allen (1971, p. 80) captures the point well: 


When unions and employers opposed each other in 
strikes or lockouts each side had its own criteria for de- 
ciding what amounts should or should not be accepted or 
granted, but they were not discussed and a compromise 
could in fact be reached by using two entirely different 
criteria. Once conciliation was practised, the criteria had 
to be made explicit, though even here amounts could be 
agreed upon without reference to standards. Arguments 
about criteria on concillation boards did take place but 
the real discussion occurred in arbitration cases for 
single arbitrators had to discover criteria which were ac- 
ceptable to both sides. This discussion took place in 
public. 


Given the owners’ implacable opposition to 
using profits, changes in selling prices were the 
only mutually acceptable basis for deciding 
upon wage adjustments. However while selling 
prices were acceptable to both sides in terms of 
general principle, they were in practice sur- 
rounded by a series of disputed interpretations 
as to what was appropriate. The umpire was un- 
able to adjudicate on such disputes without ap- 
pearing to be partisan, or arbitrary. To maintain 
the integrity of due process, and hence the legiti- 
macy of the whole proceedings, reference to yet 
another external agency was required to pro- 
vide an agreed data base upon which decisions 
could then be based. Accountants conveniently 
supplied this service. Both sides d: 
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perceived external neutral agency to provide a 
set of figures from which a wage adjustment 
could then be legitimately derived. The inter- 
vention of accounting was thus a means of 
sweeping away the complexities and contin- 
gencies of a disputed situation leaving a residue 
of seemingly factual and agreed reality. The um- 
pires implicitly acknowledged this by explicitly 
justifying their final judgements and wage ad- 
justments on the reports of the accountants. In 
December 1875, the final report of the umpire 


argued: 


The parties being thus at issue on the facts as well as on 
the deductions to be drawn from them, 4t became neces- 
sary, in the first place, to ascertain witb accuracy what 
the real facts were. | accordingly agreed, at the request of 
_ the miners, to appoint an accountant, who should verify 
the statements put forward as to price and expense, and 
obtain for me all the information possible to elucidate the 
several questions raised. I selected for this purpose the 
well-known firms of Messrs Price, Waterhouse, and Co., 
of Gresham Street, London (Northumberland Coal Arbit- 
ration, December 1875, p. 236, emphasis added). 


And in September 1876, the umpire’s award 
specified: 


Having taken these and the other data brought before me 
into anxious consideration, and having had the advantage 
of a careful revision of the accounts by Messrs Benson, 
Hand and Co., I do hereby award as follows. ..(Northum- 
berland Coal Arbitration, September 1876, p. 134). 


Moreover, the eagerness of both sides to 
accept the role of accountants as a means of 
facilitating agreement is all the more notable 
because they did not possess any particular skill 
or technical knowledge of the coal industry. 
Such a deficiency did not seem to matter: 


Mr Macdonald [miners arbitrator]: A person who knows 
colliery matters is much better. 

Tbe Umpire: Do you suppose that is necessary? 

Mr Forster [owners arbitrator]: I do not think it is. 

Mr Nixon [miners’ representative}; What is that? 

Tbe Umpire: We are discussing whether the accountants 
need to have any special knowledge of colliery matters. 
Any man who has been accustomed to looking into large 
accounts would soon see. 

Mr Macdonald: Oh, | quite agree. 
(Northumberland Coal 

p. 175.) 


December 1875, 


Given the complexities of the problems being 
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discussed, such sentiments may seem surprising 
but as we have indicated above at this time ac- 
counting hardly possessed a calculative ap- 
paratus capable of resolving the technical differ- 
ences between the parties. It seems clear, there- 
fore, that the intervention ofaccounting was val- 
ued as a means of legitimating agreement. 


FROM THE 1870s TO 1914 


Following the Northumberland arbitrations of 
the mid 1870s the sliding scale principle was for- 
malized and a sliding scale agreement covering 
the county was adopted in 1878. Similar agree- 
ments were introduced into most of the other 
U.K. coalfields during the latter part of the 1870s 
but under disparate conditions. Although in the 
view of some trade unionists sliding scales were 
“the most equitable way of fixing and settling 
wages” (Porter, 1970, p. 467, citing an 1883 de- 
claration of thé Durham miners’ executive) in 
other instances they were opposed by miners 
and imposed by employers. For example in 
South Wales miners accepted wage cuts after a 
five months lock-out in 1875 and this was fol- 
lowed by the imposition by the coal owners of 
sliding scales to determine wages which were 
administered by “company unions”, having “no 
independent authority or financial strength, and 
[which] could not have challenged the owners 
even if they had wished to” (Clegg etal., 1964, p. 
18). In Lanarkshire, Scotland, where miners had 
never succeeded in forming a powerful organi- 
zation, Munro (1889—90, p. 132) noted that 


the employers drafted a scale without any consultation 
with the men, and, taking advantage of declining trade, 
and the consequent disorganisation of the men, they 
were able to enforce it to some extent. During the short 
period that the scale had any effect the men had no voice 
in the ascertainment of the output, or of prices, as the ac- 
countant was selected by the employers. 


Where union strength had not been entirely 
eroded by the deteriorating economic condi- 
tions of the 1870s, as in Northumberland, the 
sliding scale agreements provided the unions 
with a degree, however small, of joint regulation 
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over wages. In such instances the appointment 
ofan accountant by each party to the agreement’ 
was usual. Thus the Northumberland Scale of 
1887 provided: 


l That EAE I Saudia N TEE 
ascertain this [the price ofcoal] in the usual way, one cho- 
sen by the owners and the other by the miners (Steam 
Collieries’ Defence Association Sliding Scale Agreement 
reproduced in Munro, 1889-90, pp. 147-9). 


Acting in an independent capacity accountants 
supplied information after the confidential 
examination of coal owners’ books on what aver- 
age selling prices were, the strategic considera- 
tion for wage determination under sliding scale 
agreements. The accountants’ capacity to pro- 
vide a statement of selling prices acceptable to 
miners and coal owners gave practical effect to 
. the principle that selling prices should deter- 
mine wages. Henceforth the hegemonic domina- 
tion of selling prices in the wage determination 
process not only reflected the power of the own- 
ers to insist that their interests should be the 
prime consideration, but also. was now 
grounded in a technical apparatus which gave 
the adjustment mechanisms involved an aura of 
rationality. Nevertheless, although the idea of 
sliding scales promised much in terms of indust- 
rial peace, in practice they proved contentious 
to operate. Indeed the problems encountered 
with sliding scales echoed those raised in the ar- 
bitration hearings discussed above. No general 
agreement emerged as to how coal prices should 
determine wages. Nor, as Church (1986, p. 700) 
argues, were they particularly automatic: “in 
practice a scale rarely lasted longer than two 
years, for when it ceased to be appropriate in re- 
ation to the relative strength of the bargainers it 
`. was rejected, and when economic cir- 
cumstances changed sibetandaliy a new scale 
was drawn up”. 

When the coal trade revived, and with it trade 
union organization, towards the end of the 
1880s opposition to the sliding scales waxed 
strongly. Although there were a number of diffe- 
rent objections to. the sliding scales, undoub- 
tedly one of.the most important was the failure 
of most scales to provide any effective minimum. 
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below which rates could not fall- (Jevons, 1915, 
pp. 495-8; Porter, 1970, pp. 467-9; Porter, 
1971, pp. 18-20; Church, 1986, pp. 699—701). 
The most.important element in the growth of 
this opposition was the formation of the Miners’ 


Federation of Great Britain (MFGB) in 1889. 


The establishment of the MFGB was an at- 
tempt to create a national union organization. It 
was committed in policy terms to securing a “liv- 
ing wage” for miners and the emphasis of the 
Federation’s leaders on the maintenance of a 
“minimum standard of life” inevitably implied 
hostility to sliding scales (Clegg et al., 1964, p. 
107). This and its other major policy objective, 
of a statutory eight hour day, gave the MFGB a 
“distinct socialistic bias of a practical kind” (Je- 
vons, 1915, p. 467) which was characteristic of 
the rapidly emerging “New Unions” of the late 
1880s (Lovell, 1977, pp. 20—30). By 1914 the af- 
filiated membership stood at 673,000 making it 
one of the largest trade unions in the world 
(Cole, 1923, p. 65). 

The MFGB’s opposition to sliding scales was 
first put to the test in. 1893. Facing falling coal 
prices, employers demanded wage cuts which 
the MFGB opposed. The result was by far the 
biggest dispute that had ever been experienced 
in Britain: 300,000 miners were involved in a 
lock-out which lasted sixteen weeks. Because of 
its scale it also became the first industrial dispute 
to bring direct government intervention in an at- 
tempt to find a. resolution. The settlement. 
prompted by the Government temporarily av- 
erted wage cuts; from 1894 wages were to be de- 
termined by a Board of Conciliation. The MPGB 
had survived and its. policy of a living wage re- 
mained in place. (Arnot, 1949, pp. 219-53; 
Clegg et al., 1964, pp. 106-11; Church, 1986; 
pp. 736-41). After this point sliding scales. be- 
came increasingly anachronistic. | 

Boards of Conciliation were negotiating com- 
mittees of coal owners and miners sitting under 
the auspices of an independent. chair or “um- 
pire” who was normally empowered to issue a 
binding award whenever the two sides failed to 
come to agreement (Board of Trade, 1908; 
Rowe, 1923, p. 40). Under. the. conciliation 
board system the miners made an attempt to in- 
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sert an effective: floor to wage rates (Phelps 
Brown, 1965, p. 135) and, whilst still accepting 
that wages would vary with coal prices, asserted 
the right to raise other factors in the negotiation 
of wage rates. Consequently the rules of the 
Board of Conciliation for the Coal Trade of the 
Federated Districts expressly provided that “Alt- 
erations in the selling price of coal shall not be 
the sole factor for the decision of the Board, but 
one factor only” (Board of Trade, 1908, p. 67). 
How far such rules represented a change of sub- 
stance and how far merely of form is uncertain 
but it is clear that the course of coal prices re- 
mained the predominant influence on wages 
(Porter, 1970, p. 473; Treble, 1987). What is also 
clear is that the minima fixed under conciliation 
board arrangements came increasingly to be 
perceived as inadequate commitments to the 
concept of a “minimum living wage” (Church, 
1986, p. 740-1). 

This concern with a “living wage” brought the 
MFGB into confrontation with the owners again 
in 1912. The MFGB sought to establish nation- 
ally an objective which had first become promi- 
nent in South Wales: that when daily piecework 
earnings failed to provide a living wage, a flat rate 
daily minimum should be paid in lieu. When the 
owners, for the first time negotiating as a 
national body, albeit on a temporary and ad boc 
basis, rejected the demand a strike ensued which 
lasted seven weeks and involved 850,000 work- 
ers (Clegg et al., 1964, pp. 44—52). As in 1893, 
the government became involved and as part of 
the settlement an Act of Parliament was passed 
which imposed the principle of an individual 
minimum on the coal owners and established a 
machinery to determine minimum rates 
(Church, 1986, p. 744). 

Thus, by 1914 the industry had seen large 
changes. Since the 1870s trade union member- 
ship had grown very substantially; both 
employer and trade union: organization had be- 
come more stable and more widespread. The 
conservative trade unionism exemplified by the 
North East coal miners’ unions in the 1870s had 
been superceded by the more “advanced” 
policies of the MFGB with its emphasis on main- 
taining the workers’ standard of life and its op- 
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position to sliding scales. Although the MFGB 
had demonstrated its strength by successfully 
weathering a lock-out on a falling market in 1893 
and by obtaining the principle if perhaps not the 
substance of an individual minimum wage in 
1912, it was still a long way from ensuring that 
prices followed wages rather than vice versa. 


THE FIRST WORLD WAR AND AFTER 


During the First World War collective bar- 
gaining over wages took on an increasing 
national and political character. While the first 
part of World War I saw claims and counter- 
claims continuing to be fought out on the famil- 
iar terrain of selling prices, and increasingly to 
the fore, colliery profits, this ended in late 1916 
with the establishment of state control of the in- 
dustry. State regulation of the industry’s finances 
and its prices rendered the regulation of wages 
by coal prices nonsensical. For the rest of the 
War national flat rate advances were sought and 
gained from the state. These negotiations were 
also notable for the increasing emphasis at- 
tached to the cost of living, another marked de- 
parture from previous practice. Whatever stabil- 
ity these changes brought to the industry was 
however short-lived. Disagreements and. dis- 
putes over wages remained endemic. However 
in contrast to the earlier period where the par- 
ties themselves had made recourse to indepen- 
dent arbitrators and conciliators in the im- 
mediate post-war period government commis- 
sions of inquiry played a prominent part in the 
resolution of the industrial disputes of the indus- 
try. Although accountants appeared in these de- 
liberations it is notable that their effectiveness in 
contributing to solutions became highly mar- 
ginalized. 

` With the ending of the War industrial relations 
in the industry rapidly moved towards crisis. In 
1918 the MFGB, at the peak of its power, and in 
the context of widespread labour unrest (Hin- 
ton, 1973; Clegg, 1985), put forward a radical 
programme of demands which included the 
nationalization of the mines, a reduction in 
hours and 2:30% advance in wages. In an attempt 
to defuse what the Government regarded as an 
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alarming situation the Prime Minister, Lloyd 
George, established the Coal Industry Commis- 
sion of Inquiry in February 1919 to be chaired by 
Mr Justice Sankey (Cole, 1923, p. 73; Supple, 
1987, pp. 122-23). The Commission was 
charged with considering the miners’ claims 
and, more generally, the future organization of 
the industry. Although the Sankey Commission 
heard submissions from both sides and pro- 
duced recommendations about how the dispute 
should be settled it was in no sense an arbitration 
body. Nevertheless, the ‘quasi-judicial form of 
the inquiry chaired as it was by a judge of the 
Supreme Court did provide an appropriate arena 
for the formal presentation of evidence and argu- 
ment from both sides. Moreover, it also offered 
an ideal opportunity for the introduction of ac- 


counting information and the hearing of expert’ 


accounting witnesses. However, the proceed- 
ings of the Commission for which verbatim re- 
cords were published demonstrate that the min- 
ers were more intent on substantiating a moral 
basis for their claims rather than establishing an 
economic rationale for them and in doing so 
largely succeeded in transforming the Commis- 
sion’s hearings into political theatre (Rubin, 
1987). Despite the prominence of accountants 
and accounting information in the Commission’s 
inquiries the significance of accounting in this 
context eventually proved limited ‘and 
peripheral. | 


The Coal Industry Commission : 
The Commission first heard evidence from 
Arthur Lowes Dickinson, the Financial Adviser 
to the Government Coal Controller. It was he 
who provided the statistical material on output, 
employment, costs, profits and wages which 
formed an important backdrop to the rest of 
Commission’s proceedings. His status in his role 
as a temporary civil servant was greatly en- 
hanced by the fact that he was also one of the 
most eminent accountants of his day: he was a 
partner in Price Waterhouse, a Fellow of the In- 
stitute of Chartered Accountants and a member 
of its Council. Thus the data he provided was 
doubly secured: it was offical.data and was pro- 
vided by an acknowledged expert in accounting. 
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The authority of his information is borne out by 
the fact that later in the hearings the Miners’ Fed- 
eration were to defer to his evidence, putting his 


_ figures: forward more prominently than their 


own data (Coal Industry Commission First Stage, 
from here cited as CICI, Q9279). Subsequent 
evidence. by a parade of eminent civil servants 
provided further extensive statistical evidence 
on almost every aspect of the industry. 

Despite this abundance of information, and in 
particular the tactical possibilities presented by 
Lowes Dickinson’s revelation of the enormous 
increase in colliery profits during the War, the 
miners chose to accord only a limited role to 
such considerations. Rather, Vernon Hartshorn 
who presented the miners’ case on the wages 
question emphasized “the resolve of the miners 
that their pre-war standard of life shall be raised” 
(CICI Q9279). The demand for higher wages, 
Hartshorn said, was not “merely to meet the rise 
in the cost of living”. The advance was “very 
moderate” when “the whole conditions of a 
miner's life” were taken into consideration. Only 
after these points had been made did Hartshorn 
draw attention to the fact that “if Mr Lowes Dic- 
kinson’s figures be taken” profits had trebled 
whilst earnings had little more than -doubled 
during the course of the war (CICI Q9279). 

If the miners wished to focus on their experi- 
ences of low incomes, poor housing, dangerous 
work and inadequate education that made up 
their existing “standard of life”, the owners were 
equally keen to focus on the economics of the 
coal industry and its inability to pay for the 
demands tabled by the miners. However, the 
presentation of the’ owners’ case at the First 
Stage of the Commission’s inquiries was a sham- 
bles. Prominent coal owners from South Wales, 
Scotland, the North East and Yorkshire gave evi- 
dence before the Commission which was largely 
uncoordinated and entirely unimaginative. No 
positive proposals were made in response to the 
demands of the miners: the owners merely de- 
fended the status quo. A bad case was made 
worse by an almost complete failure to attempt 
to provide any independent corroboration of 
the case or any independent verification of the 
data the owners presented to the Commission. 
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The miners’ representatives on the Commission 
lost no time in exploiting these weaknesses. 

Perhaps the most spectacular example was pro- 
vided by the treatment accorded to Finlay A. 
Gibson, the secretary of the Monmouth and 
South Wales Coal Owners’ Association. Gibson 
in responding to the miners’ case, presented the 
Commission with the results ofa statistical ques- 
tionnaire dealing with colliery costs and outputs 
which had been filled in by colliery managers at 
the request of the owners’ organization the Min- 
ing Association of Great Britain (MAGB) (CICI 
QQ6220, 6221). Almost immediately Gibson’s 
figures were assailed by hostile questions. Gib- 
son refused to vouch for the veracity of his 
results, instead suggesting that the commission- 
ers question the many hundreds of managers 
who had filled in his forms. Sidney Webb, sitting 
on the Commission on the MFGB side, attacked 
the figures as partisan and disputed their validity 
as “they are put in by the colliery owners with- 
out an official check” (CICI Q6221). Robert 
Smillie, President of the MFGB, then appealed to 
the Chairman to have the evidence withdrawn 
on-the grounds that the data were unverified and 
unverifiable, introducing as he did so a note of 
farce that was to continue intermittently for the 
rest of Gibson’s examination. Illustrative of this 
is the following remarks by Smillie: 


May I put a case in point. Before the Royal Commission 
on Mines [1907-1910] a gentleman, a mining engineer of 
high standing, undertook to get information and got 
about 30 returns from ‘the collieries in the country and 


put them in to prove — it was with regard to [colliery] 
firemen or examiners — that they had had great experi- 
ence. He put in figures, and one would show that a fire- 
man had gone into.the pit five years before he was born; 
another one went in two years before he was born, 
sens eat iss Hance years Olt one a ave yeas old 
(CICI Q6227). 


A short while later, Frank Hodges, one of the 
miners’ appointees to the Commission cast 
further doubts on the owners’ figures by “inno- 
cently” attempting to “harmonise” two state- 
ments concerning the time taken to reach the 
coal face from the pit bottom: 


Mr Frank Hodges: [H}ere there are in [Gibsoa’s] sum- 
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mary ... 5,586 men who took [over] 45 minutes and 
under 90 minutes to walk a mile. There are in the other 
column 1,149 men who walk over three miles; therefore 
probably one must assume that there are a number of 
‘ men who take 3 hours to walk to their working face. 
. Mr R. H. Tawney: And 3 hours back, that is to say, 6 hours 


walking. . 

Sir L. Chiozza Money: That is very interesting. 

Mr Sidney Webb: It can hardly be correct. 

Sir L Chiozza Money: In fact these statistics are not 


worth anything particularty (CICI Q6305). 


This episode highlights the potential for at least 
one role for accountants and accounting. It cer- 
tainly demonstrates the vulnerability of the 
ownet’s case where the data used to support it 
‘were presented without the benefit of external 
verification: However, despite the weaknesses of 
the employers’ case the miners’ representatives 
did not ask Gibson to revise his evidence, or to 
enhance its acceptability by having it audited by 
a firm of accountants or checked by a govern- 
ment official. On the contrary, they sought to de- 
stroy his evidence and succeeded in doing so. 
No matter how well or ill-formulated, in situa- 
tions where there was a risk that arguments 
based on accounting data might lead to conclu- 
sions unfavourable to their case the miners re- 
jected the relevance of such arguments. The 
miners’ demands were deliberately framed in 
such a way as to make their case largely immune 
to attacks based on accounting data. .Thus 
Hartshorn, in his opening statement ot the Com- 
mission, made it clear that whatever the precise 
increase in money earnings, and whatever the 
precise increase in the cost of living had been 
during the war, the miners’ demand would not 
fall below a 20% increase (CICI Q9279). Simi- 
larly, when one of the Government appointees 
to the.employers’ side of the Commission re- 
monstrated with Hartshorn to provide some 
answer to persisent questions about how the 
miners’ demands were to be financed, Hartshorn 
replied: 


We say if it [the finance] cannot be obtained, then the in- 
dustry is not worth carrying on. If we cannot maintain the 
standard of existence we had before the war and improve 
it and maintain our industry, pet we NEO DECT BO Deck 


into agriculture (CICI Q9361). 
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This determined rejection of the economic 
discourse of which accounting formed an integ- 
ral part marks a decisive divergence between 
this period and the 1870s. There the arbitration 
had been premissed on the acceptance by both 
sides that miners’ wages must adapt to the econ- 
omic conditions of the industry. Here the miners 
were adamant in demanding that the industry 
must adapt in order to support the wages and 
conditions required to provide an improved 
standard of life. If such adaptations were impos- 
sible the miners believed the industry was not fit 
to survive. The owners, of course, did not share 
this view. Thus there was no consensus as to 
what the criteria for determining wages should 
be and consequently accounting could not play 
the role it had been called upon to perform in 
1875/76. . 

The absence of this consensus and the miners’ 
very different attitudes to accounting figures is 
well illustrated by the following exchanges be- 
tween Robert Smillie, President of the MFGB, 
and two representatives of the coal owners: 


MrJ. T. Forgie: Figures are facts. 
Mr Robert Smillie: Figures are not facts by any means 
(CICI Q130). 


and 


Mr Robert Smillie: The miners are really claiming, 
because of their usefulness to the State because of the 
dangerous nature of their employment, that they are enti- 
tled to a higher standard of life, and you are opposing 
that? 

Mr Wallace Tborneycroft: I did not say I was opposing 
them getting a higher standard of life: it is the economics 
I am opposing. . 

Mr Robert Smillie: Quite so. If the miners could live on 
figures it would be all right but they cannot. They require 
food, clothing and housing, and their children require 
education. We are out to get them that (CICI QQ6893- 
4). 


These sentiments explicitly convey the min- 
ers’ rejection of the need for or the possibility of, 
accounting having a role in settling the wages 
question. This rejection of an accounting dis- 
course was the consequence of their refusal to 
acknowledge that wages should be determined 
by the industry’s ability to pay. Instead, the min- 
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ers sought in the Coal Commission’s hearings to 
establish an alternative discourse, a moral dis- 
course, in which the “standard of life” was the 
key-stone. In contrast to the scientificity of the 
accounting discourse the miners chose to sup- 
port their case with evidence that was illustra- 
tive and had dramatic impact rather than with 
quantitative and systematically produced indi- 
ces of “the standard of life” which could have 
been invested with the same qualities of impar- 
tiality and authoritativeness as Lowes Dickin- 
son’s figures on the “economics of the industry”. 
Even when the miners presented data to the 
Commission which had the status of externally 
verified evidence, namely: the local authority 
Medical Officers’ reports, the miners used it 
selectively to convey the squalidness of much 
colliery housing and the grievous levels of sick- 
ness and death suffered by the miners and their 
families. These facts and figures served not to 
wash away complexities or to provide an agreed 
basis of measurement for calculative purposes, 
but rather to pile up specific instance after 
specific instance of squalor, sickness and death 
and thereby fuel the atmosphere of moral out- 
rage the miners were seeking to create amongst 
the public at large. 

The force of public opinion was seen as signifi- 
cant by the miners because it was one lever that 
might move the Government towards a settle- 
ment more favourable to the miners. The quasi- 
judicial format of the Commission was con- 
verted into a political stage by the miners to pre- 
sent their case to a wider audience. In such a 
context consequently “figures” were useful to 
the miners’ side only in so far as they could be in- 
vested with some poignant or dramatic quality, 
and thus add to the emotional impact of their 
case. Thus the political arena in which the in- 
dustrial relations of the industry were now 
negotiated and fought over implied for the min- 
ers a quite different need and role for the “exter- 
nally verified figures” they injected into their 
evidence than those the employers submitted. 


Absent accounts 
The chief aim of the miners in presenting their 
case to the Commission was to emphasize the 
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miserableness of their existing “standard of life”. 
In this endeavour the use of financial accounting 
was Clearly inappropriate. However, the miners 
not only rejected an accounting discourse but 
also any equivalent discourse which could en- 
capsulate systematically produced, quantitative 
and impartial accounts of the miners’ “standard 
of life”. One explanation for this relates to the 
element of theatre involved in the proceedings 
before the Sankey Commission. In such a con- 
text systematic and quantitative accounts were 
less relevant than concrete instances. Neverthe- 
less, the absence of systematic, quantitative and 
impartial accounts of the miners’ standard of life 
remained a feature of wage negotiations in the 
industry long after they had left the public stage 
in 1919 and this suggests that other factors may 
also have been at work. Likely to have been inf- 
Juential was the way in which the available “cul- 
tural materials” (Meyer, 1986, p. 346) of the 
working class family budget enquiry, the cost of 
living index and the poverty survey had de- 
veloped by the end of the First World War. As a 
later Royal Commission on the coal industry was 
to report, the “correct” level of a minimum wage 
in coal mining could be ascertained in three 
ways: by reference to a standard of living 
achieved by miners at some previous time; by re- 
ference to the standards of living experienced 
contemporaneously by workers ia other indus- 
tries; or by estimating “actual requirements” 
(Royal Commission on the Coal Industry 
(1925), Report, p. 153). Only the latter method, 
it was argued, was free from the charge of arbit- 
rariness. In contrast to the other two methods, 
only estimates of “actual needs” could be and 
were described as “logical” and “scientific” 
(Royal Commission on the Coal Industry 
(1925), Report, p. 153; Minutes of Evidence, p. 
964). 

The basis of this view and the core of the 
method that underpinned it lay in late 19th cen- 
tury nutrition research (Aronson, 1982). In the 
United States nutrition scientists had attempted 
to determine human needs for nutrition and to 
calculate “standard packages” of foods that 
would satisfy such needs. These packages could 
then be costed and, by surveying family budgets, 
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compared with actual expenditures on the vari- 
ous foodstuffs and with actual household 
incomes. Cost of living indices could be used to 
periodically update the cost of the “standard 
package”. As Aronson points out, nutrition 
studies of the time resembled cost accounting: 
they were both abstract systems of calculation 
relating inputs to outputs (Aronson 1982, p. 54; 
Aromson 1984, p. 613) which invited judge- 
ments on the “rationality” of household and fac- 
tory operations, respectively. 

In the U.K. research in this area had its main 
impact through the poverty studies of Seebohm 
Rowntree (Turner, 1982, p. 266). His first study 
of families in York, published in 1901, defined a 
poverty line made up of the cash equivalent of 
the food required to provide for “nutritional 
needs” and minimum sums for clothing, fuel, 
rent and other items. Families whose earnings 
failed to reach this line were described as being 
in “primary” poverty; those who, despite earning 
more than the poverty line, failed to satisfy their 
nutritional needs through household misman- 
agement, drunkeness or other reasons were de- 
scribed as being in “secondary” ` poverty. 
Rowntree’s studies had a deep and lasting impact 
and generated a long series of studies based on 
nis methods (Turner, 1982, p. 266; Veit-Wilson, 
1986). However these studies were charac- 
terized by an insistence on a purely utilitarian 
view of food which is conceived of as “fuel for 
the human machine” not as a source of pleasure. 
They also exhibited a disregard for actual food 
customs and practices in the definition of prim- 
ary poverty and, more generally, a disregard for 
existing conceptions of the standards of expen- 
diture and consumption consistent with full par- 
ticipation in society. None of these characteris- 
tics made this discourse useful to trade unionists 
concerned to win wages commensurate with 
the maintenance of working class “respectabil- 
ity” and “decency”. In the U.S., Eugene Debs “ac- 
cused the [nutrition] scientists and their patrons 
of a conspiracy to reduce the American laborer 
to wages “as low as Chinamen are subjected to” ” 
(Aronson, 1982, p. 565 quoting Debs, 1892, p. 
3). In the U.K. 

Labour leaders were apprehensive that such data [cost of 
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living indices and working class family budgets] would 
merely provide an excuse for ‘middle class moralising’ as 
to secondary poverty and that this ‘stomach policy of the 
bourgeoisie’ would obscure rather than illuminate the 
fundamental causes of destitution and their implications 
for welfare policy (Davidson, 1985, p. 208). 


Such sentiments were equally relevant to wages 
policy. 

The public reaction to the first stage of the 
Sankey Commission vindicated the miners’ tac- 
tics. The miners wished not to find an agreed 
basis of measurement to facilitate the resolution 
of the dispute but to establish an atmosphere of 
moral outrage. To this end the miners rejected 
not only the accounting discourse which addres- 
sed the economics of the industry but any “sci- 
entific” discourse which purported to measure 
problems in ways which contradicted miners’ 
own lived experiences. What they required for 
the Commission’s hearings were specific con- 
crete instances of miners’ living conditions, not 
measures of the generality. This requirement 
could be served by ransacking the impartial and 
independently produced accounts of Medical 
Officers of Health. To have utilized the then 
existing established methods of poverty surveys 
would simply have presented an opportunity to 
their opponents to dilate on the levels of “mis- 
management” and “insobriety” in miners’ 
domestic lives which such accounts would have 
revealed. Thus in the same way that the miners 
distanced themselves from an accounting dis- 
course because of the opportunity it gave to the 
coal owners to argue that the industry could not 
afford to pay what the miners were demanding, 
they avoided engaging in a “scientific discourse” 
about the standard of life. 

As Supple (1987, p. 129) has remarked: 

The great success of the Sankey Commission, as far as the 
miners were concerned, was not its logical but its moral 
impact. It was not only committed newspapers like the 
Daily Herald which came to feel that ‘there is blood on 
the coal’. The public at large learned of appalling housing 
in mining communities, of the extremes and dangers of 
working conditions. As a result, the miners’ representa- 
tives succeeded in establishing the emotional argument 
in favour of improved pay. 


After the Coal Industry Commission 
Whatever success the miners achieved was, 
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however, short-lived. The Sankey Commission’s 
findings led to a settlement which recognized 
some of the miners’ demands. Wages were in- 
creased and hours were reduced, but nationali- 
zation of the mines was not secured. Indeed two 
years later in 1921 the government, more confi- 
dent now that the crisis of 1919—20 had passed 
and under pressure to return to pre-1914 “nor- 
mality” (Tawney, 1943; Cowling, 1971; Kirby, 
1977; Clegg, 1985) “decontrolled” the industry 
and returned it to the exclusive control of the 
coal owners. A new crisis in industrial relations 
quickly developed: the owners demanded wage 
cuts, the miners resisted and a three month lock- 
out ensued, The lock-out became a fight to the 
finish and ended in a humiliating defeat for the 
miners. They eventually returned to work under 
conditions imposed by the owners as laid down 
in the 1921 National Wages Agreement (NWA). 
The central features of the NWA were the proce- 
dures for the adjustments of wages “in accor- 
dance with the proceeds of the industry” (Cole, 
1923, p. 260). The NWA represented a victory 
for the coal owners, and their view that wages 
should be determined by the industry’s ability to 
pay, and a defeat for the miners and their em- 
phasis on “the standard of life”. 

The defeat of the miners and the imposition of 
the 1921 NWA heralded another change in the 
role of accounting in the industrial relations of 
the industry. The Agreement provided that the 
proceeds of the industry were to be “ascertained 
by returns to be made. by the owners, checked 
by a joint test audit of the owners’ books carried 
out by independent accountants appointed by 
each side” (Cole, 1923, p. 260). However as the 
miners had only accepted this agreement under 
duress and given that the bargaining relationship 
had become marked by a heightened antagon- 
ism they were unwilling to accept unquestion- 
ingly the procedures of the joint audit. Despite 
their rejection of the accounting discourse as ir- 
relevant only two years earlier, in this new con- 
text of weakened bargaining power they now 
pragmatically used accounting as a medium for 
articulating grievances and as a means of con- 
tinuing their challenge to the owners. Disputes 
arose, for instance, over the accounting treat- 
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ment of directors’ fees and the division of capital 
and current expenditure. Chief amongst the 
controversies, however, was the accounting 
procedures governing the treatment of joint 
products of ancillary industries which appeared 
to leave much scope for the manipulation of 
transfer prices. In the face of continuing distrust 
a later Royal Commission reporting in 1926 felt 
impelled to conclude that a “radical change in 
the treatment of transfer prices is needed to 
place the wage ascertainment beyond suspi- 
cion” (Royal Commission on the Coal Industry 
(1925) Report p. 137). 

The tensions between the owners and the 
miners erupted in yet another dispute which 
culminated in the General Strike and coal lock- 
out of 1926. After. the defeat of the Miners’ Fed- 
eration the coal owners imposed district wage 
settlements on the miners. These district settle- 
ments followed the same principles as those of 
the 1921 NWA including the provision for a joint 
audit of the owners’ books. However, over the 
next decade the operation of these agreements 
andthe role accounting played in their administ- 
ration gradually, fell into increasing disrepute. 
The extent of this is evidenced for example ina 
1934 wages dispute in South Wales in which Vis- 
count Bridgeman a former Secretary of State for 
Mines stated: 


The figures obtainable from the ascertainment tables in 
their present form do not give any complete picture of 
the profits and losses in the coalfield under the condi- 
tions which now prevail (Colliery Guardian 9 
November 1934, p. 878). 


Scepticism was- fuelled by contrasts like that 
drawn by Ebby Edwards, General Secretary of 
the MFGB, in the 1935 Wages Campaign: 


When one considers:that last year cight companies con- 
trolling between them more than 80% of the total pro- 
duction of the South Wales coalfield, made an aggregate 
profit of £1,500,000 whereas the joint ascertainment 
result for the same period showed a loss of £188,000, one 
‘can appreciate the nced for inquiry (Colliery Guardian 
.13 December 1935, pp. 1095-96). 


Nevertheless despite the extent to which: ac- 
counting had become discredited, the miners 


P. D. BOUGEN et al 


were unable to finally eject the principles of the 
wage ascertainment process and the role ac- 
counting played in it until they had the bargain- 
ing power to do so. This was not long in coming. 
By 1942 as another War elevated them to a posi- 
tion of industrial strength, the miners had re- 
established the primacy of the concept of the 


“living wage” on the bargaining agenda. 


CONCLUSIONS 


This paper has been concerned with high- 
lighting the discontinuous involvement of ac- 
counting in wage determination in the U.K. coal 
industry. By documenting the appearance and 
disappearances of accounting in a single arena in 
two contrasting periods it has sought to show 
that as well as being injected into a particular 
arena accounting can also be ejected. This 
phenomenon warrants attention since much ac- 
counting research focuses on accounting’s 
seemingly continuous expansion. However in 
such a research programme instances of regres- 
sion and retreat can only be regarded as anomal- 
ous. The existence of such “anomalies” and the 
difficulty of explaining them away as merely 
pathological instances suggests that an alterna- 
tive focus to research in which the instability 
and fluidity of accounting’s involvement with 
the social is fully acknowledged may prove more 
fruitful. 

The events we have examined above reveal a 
number of different perspectives in which the 
instability of accounting’s involvement in wage 
setting may be viewed. First, the role played by 
accounting changed: in the 1875—76 arbitra- 
tions accountants functioned as impartial inter- 
mediaries who confirmed the accuracy of poten- 
tially contentious data whilst maintaining its 
confidentiality, as legitimators of unpalatable 
outcomes, and as clarifiers of a complex and con- 
tingent reality; in 1919 on the other hand these 
functions were disabled as the miners sought to 
shift wage negotiations from an economic dis- 
course to a moral discourse. Second, the recep- 
tivity of the participants in the negotiations to an 
accounting discourse changed: in the 1875—76 
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arbitrations both parties actively sought ac- 
counting’s involvement; in 1919 the miners 
rejected not only the involvement of financial 
accounting but also any equivalent discourse 
which attempted to provide accounts of the 
“standard of life”. Third, the usefulness of ac- 
counting in the resolution of disputes changed: 
in the 1875—76 episode accounting functioned 
to provide mutually acceptable solutions to a dif- 
ficult and highly contentious set of problems; in 
1919 because the accounting discourse was un- 
acceptable to the miners the usefulness of ac- 
counting was nullified. | 

The discontinuities of accountings’ involve- 
ment in the coal industry from 1875 to the 
Second World War are, therefore, clear. More- 
over, in attempting to analyse the causes of the 
appearance and disappearance of accounting, it 
was important in both cases to highlight the 
specific historical conditions in which they oc- 
curred. It was these specific contextual condi- 
tions which determined the changing roles of ac- 
counting, the receptivity of the participants to 
accounting, and the capacity of accounting to 
provide solutions to problems. What clearly was 
not at stake or issue were the technical and pro- 
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fessional attributes of accounting or of accounts. 
When in 1875/76 accountants were accepted as 
independent and neutral external agents no pro- 
fessional apparatus existed to organize and 


. police the conduct of accountants. Similarly, at 


that time accounting numbers were also ac- 
cepted as being accurate, yet technically the 
measures were rudimentary. It seems that this 


_ was of little concern to the parties: instead more 


practical considerations appeared dominant 
Subsequent events to the Second World War 
exhibit similar characteristics. What accounting 
could and could not do, its facilitative and an- 
tagonistic properties were based very much on 
situational considerations. Yet this was at a time 
when both professionally and technically ac- 
counting was making substantial advancements. 
No singular rationality governed the emergence, 
roles and consequences of accounting, nor were 
resistances to accounting merely the product of 
pathological behaviour. Rather, specific contex- 
tual factors in specific arenas’ at specific con- 
junctures were the prime determinants of the 
nature and extent of accounting’s involvements 
and rejections. 
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Abstract 


Recently, Brownell & McInnes (1986) suggested that managers might negotiate slack budgets in response 
to participation's reinforcement of the expectation of formal rewards being based om budget achievement. 
However, they also found that participation and managerial performance were significantly and positivety 
linked, but were'unable to explain this finding. The purpose of this paper is to suggest an explanation for 
the apparent contradiction of budgetary participation leading to lower managerial performance through 
the setting of slack budgets, yet being positivety related to performance, by illustrating that participation 
_ and agreement between superiors and subordinates on evaluation criteria interact to affect subordinate 
manager performance. This suggests that superiors should exercise a degree of caution in participative 


budgetary settings. While superiors may be employing participation as a means of gaining access to 
subordinates’ private information, subordinates themselves may be meee the process to obtain 


easier operating budgets. 


As a possible interpretation of their study’s find- 
ings, Brownell & McInnes (1986, p. 597) 
‘suggested that “managers negotiate . slack 
budgets in response to participation’s reinforce- 
ment of the expectation of formal rewards being 
based on attaining budget”. They argued that 
such managerial behavior could arise because 
- participation provided a manager with the op- 
portunity to negotiate a more easily attainable 
budget than would be set in the absence of par- 
ticipation. Despite holding these views, they 
found that participation and managerial per- 
formance were significantly and positively 


linked. However, they were. unable to explain 


this finding, and they stated (p. 598) that “the in- 
dication of significant favorable effects of partici- 
pation on managerial performance, which are 
not mediated by motivation, justifies further re- 
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search”, since their study failed to establish that 
participation’s effect on motivation in turn sig- 
nificantly: enhances managerial. performance. 
The purpose of this paper is to suggest an expla- 
nation for the apparent contradiction of partici- 
pation leading to lower managerial performance 
through the setting of slack budgets, yet being 
positively related to performance, by illustrating 
that budgetary participation and agreement be- 
tween superiors and subordinates on evaluation 
criteria interact to a subordinate manager 


performance. 


THEORETICAL DEVENS 


The icbnionetis between badoeaiy partici- 
pation and managerial performance has been 


*Thanks are due to Peter Brownell, Graeme Harrison, Hwang Soo Chiat, and to participants in a workshop at the University 
of New South Wales for their comments, The author is also grateful to participants in sessions at the 1988 meetings of the 
American Accounting Association, and the Accounting Association of Australia and New Zealand. 
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equivocal. Results have ranged from participa- 
tion strongly and positively influencing perform- 
ance (Bass & Leavitt, 1963; Brownell, 1982; 
Brownell & McInnes, 1986), to insignificantly 
influencing performance (Cherrington & Cher- 
rington, 1973; Milani, 1975; Kenis, 1979; Brow- 
nell & Hirst, 1986), to negatively influencing 
performance (Stedry, 1960; Bryan & Locke, 
1967). Given such a range of results, it is clear 
that further research into the association be- 
tween participation and performance would be 
of some utility. l 

A well-argued case for the relationship be- 
tween participation and performance is con- 
tained within the agency theory literature. Par- 
ticipation can enable budgets to be improved if 
superior managers (principals) could be made 
aware of local information held by subordinate 
managers (agents) prior to the setting of the 
budget (Magee, 1980). Since subordinates are 
typically better informed that their superiors 
about their operating environments, the value of 
participative budgeting emanates from the trans- 
mission of information that takes place (Magee, 
1980; Baiman, 1982; Penno, 1984; Chow, 
Cooper & Waller, 1988; Waller, 1988). Baiman 
& Evans (1983) argued that when subordinates 
have better information than their superiors, 
participative management controł systems allow 
subordinates to reveal or communicate their pri- 
vate information which may then be incorpo- 
rated into the standards or budgets against 
which their actual performance is assessed. The 
incorporation of ‘that private information into 
subordinate managers’ budgets is likely to lead 
to more accurate budgets. The achievement of 
those budgets is likely to result in higher levels 
of performance from the corporate viewpoint 
(Pope, 1984; Waller, 1988), and also from the 
subordinate managers’ point of view because 
they know that they have achieved more chal- 
lenging budgets. Hence, the participation pro- 
cess has the potential to lead to increased man- 
agerial performance. 

But agents may not provide principals with all 
their locally based information, which could 
result in slack budgets (Christensen, 1982; 
Young, 1985; Waller, 1988), and thus lower sub- 
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ordinates’ self-evaluation of performance. Such a 
possibility has been a primary concern of the lit- 
erature on the grounds that participation raises 
the potential for slack creation (Antle & Eppen, 
1985; Lukka, 1988). For example, Schiff & Lewin 
(1970) concluded that managers intentionally 
create and bargain for slack in their budgets. 
Onsi (1973) reported that 80% of the managers 
he interviewed claimed they bargained for slack. 
And Christensen (1982) argued that when 
agents are asked to participate in setting per- 
formance standards, they will frequently use 
their superior knowledge to create slack. A moti- 
vation for such subordinate behavior is that man- 
agerial compensation is often based on budget 
achievement, and information provided by 
agents is likely to be used in their performance 
evaluation (Christensen, 1982; Baiman & Evans, 
1983 ). In support of this contention, Becker & 
Green (1962, p. 401) argued that participatively 
set budgets provide “information to associate re- 
ward or punishment with performance”. Addi- 
tionally, Brownell & McInnes (1986) found evi- 
dence that participation in the budget setting 
process strengthened the expectation of receiv- 
ing rewards linked to budget achievement, pro- 
viding subordinate managers an inducement to 
negotiate easy budgets. Indeed, Lowe & Shaw 
(1968, p. 314) found in their study that mana- 
gers were prepared to bias their forecasts “to suit 
their own interests as rational economic indi- 
viduals”. As such, participative budgeting is 
likely to sensitize subordinates to the perform- 
ance criteria superiors regard to be critical to 
their evaluation. On becoming aware of these 
criteria, subordinates can utilize the participa- 
tion process to negotiate easier operating 
budgets. Support for this contention is provided 
by Schiff & Lewin (1968, p. 51) who found in 
their study that “managers bargain about the per- 
formance criteria by which they will be judged”, 
which results in “a bargained budget incorporat- 
ing varying degrees of slack”. Since a high degree 
of participation enables the subordinate to 
negotiate with the superior over the standards 
against which performance will be judged, 
negotiation strategies chosen will be dependent 
upon the extent of information held by each 
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party (Baiman & Evans, 1983). If the subordi- 
nate agrees with the superior concerning the im- 
portance of the performance criteria to his or 
her performance, such agreement may be based 
on the subordinate’s knowledge that the evalua- 
tion criteria selected by the superior provide the 
subordinate a degree of flexibility to manipulate 
the budget standards and the superior’s expecta- 
tions regarding those criteria for the forthcom- 
ing period. In addition, for those criteria that the 
superior does not regard as critical and hence is 
less likely to monitor as closely, the participation 
process once again could enable the subordinate 
to build in slack, knowing that there will be little 
critical analysis of the results in those areas. 
Recent evidence of subordinates building in 
slack in this way has been presented. Lukka 
(1988, p. 297) found that subordinate managers 
employed a budgeting strategy which he termed 
“the compensation method”. This strategy in- 
volved subordinate managers building slack into 
those cost areas which fell outside those budget- 
ary figures that were monitored such that “any 
slack that the controlled unit may have lost in 
the key figure areas can be compensated 
elsewhere”. Consequently, it is likely that subor- 
dinate managers will be able to manipulate the 
participation process in such circumstances and 
hide lower performance. While attainment of 
the budget might be necessary from the point of 
view of the superior in terms of what constitutes 
successful task performance (Ronen & 
Livingstone, 1975), such attainment from the 
viewpoint of subordinates is not likely to be suf- 
ficient for them to perceive their performance in 
the same light. Their perception of performance 
is likely to be based on a number of factors, for 
example, the dimensions of managerial perform- 
ance as identified by Mahoney et ai (1963, 
1965). Those dimensions specifically comprise 
planning, together with investigating, coordinat- 
ing, evaluating, supervising, staffing, negotiating 
and representing. Koontz & O'Donnell (1972, 
pp. 454-455) formulated a similar set of per- 
formance dimensions, which they argued must 
be addressed if managerial appraisal were to be 
attempted. Hence, if subordinates build slack 
into their budgets, it is unlikely that they would 
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perceive their performance as high, despite hav- 
ing achieved the budget. 

By contrast, a low degree of budgetary partici- 
pation would preclude the subordinate manager 
from providing the superior with private infor- 
mation relating to the operating environment 
(Chow, Cooper & Waller, 1988), and hence that 
information relating to the forthcoming period 
can not be impounded into the budget. As such, 
the evaluation criteria selected by the superior 
are less likely to be regarded by the subordinate 
as being the ones that can be linked to the 
operating conditions expected for the budget- 
ary period. Since participation is low, there is 
also less of an opportunity for the subordinate to 
build in slack (Brownell & McInnes, 1986; 
Chow, Cooper & Waller, 1988; Lukka, 1988). In 
such circumstances, there is no necessary moti- 
vation for subordinates to evaluate their per- 
formance as low. For example, if subordinates 
regard superiors to have “got it right” in their 
criteria choice, then despite a low level of slack 
in the budget, subordinates are likely to agree 
with their superiors over the evaluation criteria, 
and to evaluate their own performance as high. 
However, if subordinates do not agree with their 
superiors over the evaluation criteria to be 
employed when participation is low, it is likely 
that such disagreement is based on the subordi- 
nates’ private information that the superiors’ 
chosen criteria are not the critical ones for the 
forthcoming period, and do not address the 
standards or expectations relevant to the forth- 
coming period. In this setting, subordinates are 
likely to evaluate their performance as low. 

The findings of the management accounting 
and agency theory literatures support the argu- 
ment presented here that participation interacts 
with agreement between superiors and subordi- 
nates on evaluation criteria to affect subordinate 
manager performance. Specifically, it is ex- 
pected that the higher (lower ) the degree of par- 
ticipation and the higher (lower) the extent of 
agreement between superiors and subordinates 
on evaluation criteria employed, the lower will 
be managerial performance, as compared to 
when participation is low (high) and evaluation 
agreement is high (low). The null hypothesis is 
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as follows. 


Ho There is no interaction between budgetary participa- 
tion and agreement on evaluation criteria affecting man- 
agerial performance. 


METHOD 


A mail questionnaire was forwarded to cost 
center managers drawn from 30 randomly 
selected consumer product organizations lo- 
cated in the north of the United Kingdom. Each 
company was contacted by telephone and the 
manager responsible for manufacturing in each 
firm was personally requested to contribute to 
the research effort. These managers were ad- 
vised that a mail questionnaire with a covering 
letter would be sent to them, together with a 
reply-paid selfaddressed envelope. In order to 
promote a higher. response rate, telephone fol- 
low-ups were made. Questionnaires were re- 
ceived from 26 managers, representing a re- 
sponse rate of 87%. Despite the high response 
rate, the absolute size of the sample is relatively 
small. As such, the results of the study may need 
to be interpreted with caution. The respondents 
had been in their current position on average for 
6.3 years, their mean experience in manufactur- 
ing industry was 12.2 years and their average age 
was 42.8 years. The mean number of employees 
under their control was 356, and the range in the 
number of employees was from 10 to 990. The 
questionnaire asked for responses to three vari- 
ables: budgetary participation; managerial per- 
formance and evaluation agreement. 


Variable measurement : 

Budgetary participation. Budgetary partici- 
pation was assessed using the Milani (1975) six 
item instrument. The reliability assessment of 
0.867 obtained using Cronbach alpha (Cron- 
bach, 1951) suggests that the measure has con- 
siderable internal -consistency. Descriptive 
statistics for the instrument are contained in 
Table 1. 


Performance. The Mahoney et al (1963, 1965) 
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manager self-rating measure was used in this re- 
search. The instrument comprises eight. per- 
formance dimensions and one overall effective- 
ness dimension. Based on developmental work 
on the performance measure, Mahoney et al 
(1965) concluded that about .55% of ‘the var- 
iance in the overall rating is explained by the 
eight dimensions, while a further 45% of the var- 
iance could be attributed to functional charac- 
teristics. The overall effectiveness dimension 
was regressed on the eight performance dimen- 
sions, and it was determined in this study that 
the eight dimensions explained 47% of the var- 
iance of the overall effectiveness dimension. The 
result is consistent with Mahoney et ai’s find- 
ings, and suggests that the overall rating captures 
a large proportion of the variation in perform- 
ance on the eight dimensions. Consequently, the 
overall assessment of performance was focused 
on for data analysis. Table 1 contains descriptive 
statistics for the measure. 

Some concern has been expressed in the liter- 
ature regarding the use ofsuch a self-report mea- 
sure, as opposed to an objective measure, of per- 
formance. For example, Govindarajan (1984, p. 
130) argued that one important advantage of an 
objective over a subjective measure of perform- 
ance is that it can be confirmed by other resear- 
chers, but that “it is almost impossible to get 
properly matched objective data in a cross-or- 
ganizational study”. However, Govindarajan 
(1986) provided evidence of the Mahoney mea- 
sure’s reliability, as well as its construct and 
criterion-related validity. In addition, Venkatra- 
man & Ramanujam (1987, p. 110) argued that 
neither objective nor perceptual measures are 
intrinsically superior to the other “in terms of 
consistently providing valid and reliable” mea- 
sures of performance. Hence, while there is con- 
siderable support for the utility of the Mahoney 
measure, there may still be problems with its use 
that could influence the results of a study. 


Agreement on evaluation criteria. Hopwood’s 
(1972) eight-item superior evaluation style 
measure was used as the basis for determining 
the extent of agreement on evaluation criteria. 


BUDGETARY PARTICIPATION 


Evaluation style was determined by Hopwood 
on the basis of whether or not the two criteria of 
meeting the budget and concern with costs 
were among the top three criteria as ranked by 
each respondent. In this way he developed a 
taxonomy of four evaluation styles: three of 
which were based on varing degrees of account- 
ing data, while the fourth was regarded to be a 
non-accounting style. However, for the purpose 
of this paper, the identification of difference 
styles of evaluation was not in itself of impor- 
tance. Hopwood’s list of criteria were used as a 
framework to suggest that whatever the method 
of evaluation in place, the method may be based 
on one or more of the criteria drawn from Hop- 
wood’s list. The strategy employed was firstly to 
ask respondents to report their own personal 
view of the importance their superiors place on 
the eight criteria in evaluating their perform- 
ance, and then to ask them to report their per- 
ception of the importance of the same criteria. A 
five-point Likert scale, anchored by “of no im- 
portance” and “very important”, was employed 
to gauge the importance of each criterion. Both 
Hopwood (1973) and Brownell (1985) 
employed a Likert scale for this measure. The 
main purpose of this procedure was to focus 
managers’ attention on the different criteria be- 
fore they were asked the question: “To what ex- 
tent are you in overall agreement with your 
superior on the importance of these items to 
your evaluation?” The overall agreement rating 
was requested and provided in a percentage 
form, scaled from 0 to 100. 

The two sets of Likert scale scores were differ- 
enced, in order to obtain a measure of the differ- 
ence between the superiors’ and the subordi- 
nates’ emphases on the criteria, and the overall 
agreement score was regressed on the eight dif- 
ferenced scores. It was found that the eight dif- 
ferenced scores explained 40.1% of the variance 
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in overall agreement. As intended in this study, 
the results are predicated on the measure of 
overall agreement. The descriptive statistics for 
the overall agreement measure are given in 
Table 1. 


RESULTS 


The following model was employed in order 
to test the hypothesis. 


where Y is managerial performance, X, is 


budgetary participation and X, is evaluation ag- 
reement. 


The question of whether or not there is interac- 
tion between budgetary participation and 
evaluation agreement can be tested by deter- 
mining whether or not b, is significantly diffe- 
rent from zero. In order to reject Ho, it must be 
shown that this is the case. The expectation was 
that b, would be negatively signed. The reasons 
for such an expectation will now be explained. 
Based on the theory developed in this paper, 
when budgetary participation is high and evalua- 
tion agreement is high, managerial performance 
is expected to be low. In order for such an out- 
come to result, the sign of b, would need to be 
negative. Similarly, it was argued that when 
budgetary participation and evaluation agree- 
ment are both low, managerial performance 
would also be low. In this case, the sign as- 
sociated with the coefficient of the interaction 
term would once again need to be negative. 
Since both the independent variables in the 
study are measured on interval scales, South- 
wood (1978) has pointed out convincingly that 
the coefficients of the main effects, and hence 


TABLE 1. Descriptive statistics for independent and dependent variables 


Variable Mean S.D. 

Budgetary participation 23.423 4.149 
Evaluation agreement 83.920 15.830 
Performance 3.923 0.484 


Theoretical range Actual range 
Min Max Min Max 
6 30 15 30 
0 100 33 100 
1 5 3 5 
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their ¢ statistics, are arbitrary. He has de- 
monstrated that since no meaningful origin can 
be given to interval-scaled data, by changing the 
origins of X, and X,, their partial regression coef- 
ficients can be made to equal zero. As such, all 
the information in the model is in the coefficient 
of the interaction term. Since the sign and the 
magnitude of the coefficient of b, is invariant to 
the interval scaling, then “the significance tests 
for the interaction term is stable and useful” 
(Southwood, 1978, p. 1167). 

Table 2 presents the results of the regression. 
Since the coefficient of the interaction term, ba, 
is statistically significant at p < .025, the null 
hypothesis of no interaction is rejected. Given 
that b, is negatively signed, the rejection is in the 
expected direction. The model explains 41.1% 
of the variance in subordinate manager perform- 
ance, and as a whole, the model is significant at 
p < .01. While the absolute values of the ¢ statis- 
tics associated with b, and b, suggest that the 
main effects are significant in their relationships 
with the dependent variable, no attempt was 
made to interpret the results of significance tests 
for the main effects since they are measured on 
interval scales (Southwood, 1978). 

The findings of this study indicate that when 
participation and evaluation agreement are both 
high, managerial performance is low. Likewise, 
when participation and evaluation agreement 
are low, performance is low. In order to investi- 
gate this finding, a two-way table of performance 
scores based on participation and agreement on 
evaluation criteria dichotomized at their means 
was constructed. Table 3, showing the mean and 
standard deviation for managerial performance 
in each cell, indicates that performance is lower 
when participation is high(low ) and agreement 
on evaluation criteria is high(low) and agree- 
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TABLE 3. Two-way table of performance scores 
Participation 
High 


3.7778 4.0000 
(0.4410) (0.4045) 


Low 


4.4000 3.8000 
High (0.5477) (0.4216). 


Performance mean scores and standard deviations in cells 


ment on evaluation criteria is high(low). Per- 
formance is significantly higher in the other two 
cells. The table is supportive of the results of the 
study. 


CONCLUSION 


The findings of this study clearly support the 
hypothesis of a two-way interaction between 
participation and agreement on evaluation 
criteria affecting performance. Hence, the 
results of this research suggest an explanation 
for the apparent contradiction raised by Brow- 
nell & McInnes (1986) of participation leading 
to lower managerial performance through the 
setting of slack budgets, yet being positively as- 
sociated with performance. This has been 
achieved by drawing attention to the role agree- 
ment on evaluation criteria was found to have on 
influencing the relationship between participa- 
tion and performance. This suggests that 
superiors may need to exercise a degree of cau- 
tion in participative budgetary settings. While 
superiors may be employing participation as a 
means of gaining access to subordinates’ private 
information, subordinates themselves may be 
manipulating the process to obtain easier 
operating budgets. 


TABLE 2. Regression results from testing the hypothesis 


Variable Coefficient 
Intercept by 
Participation bı 
Evaluation agreement Da 
Participation X Evatuation agreement bs 
R=411%  n=26 Fyyn=S511 p<ol 


Value Std error t D 
—7.073 3.8540 ~ 1.84 n.s. 

0.4485 0.1747 2.57 <.025 

0.1363 0.0440 3.10 <.01 
—0.0055 0.0020 —2.80 <.025 


BUDGETARY PARTICIPATION 
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AN INTEGRATIVE FRAMEWORK FOR THEORY CONSTRUCTION AND TESTING” 


MARIE ADELE HUGHES and SOON-YONG KWON 
University of Oklaboma 


Abstract 


A framework that allows researchers to state and test both auxiliary measurement theory and substantive 
theory is presented. The integrative advantages of the framework are illustrated by a reanalysis of 
relationships, posited by Onsi and Merchant, concerning prepensity to create slack. 


The problem of attempting to reconcile incon- 
sistent findings across studies arises frequently 
in accounting research, as it does in other fields 
of study. Such inconsistencies may arise, par- 
tially, because of difficulties in making the trans- 
ition from the abstract concepts referenced in 
theoretical propositions to the observable/ 
measurable indicators of those concepts that are 
necessary for empirical tests. 

In these cases, substantive theories, such as 
those concerning the relationship between 
abstract concepts, may be confounded with au- 
xiliary measurement theories (Blalock, 1968) 
that connect the theoretically defined abstract 
concepts to their observable indicators. As a re- 
sult, when a poor fit is obtained between data 
and theoretical predictions, it is difficult to de- 
termine whether the fault lies with the substan- 
tive theory, with the auxiliary measurement 
theory, or with both. 

The purpose of this paper is to present an in- 
tegrative framework for theory construction and 
testing that may aid researchers in resolving 
these types of ambiguities. For pedagogical clar- 
ity, the framework is illustrated by using it to re- 
examine two hypotheses concerning propensity 
to create slack. 


PROBLEMS WITH CURRENT APPROACHES 


Measurement, the process of linking abstract 
concepts to empirical indicators, involves both 
theoretical and empirical considerations. When 
the relationships between concept and indi- 
cators are weak or faulty, empirical analysis in- 
volving the indicators may lead to incorrect in- 
ferences and misleading conclusions concern- 
ing the underlying concepts. Indeed, Torgerson 
(1958, p. 2) stated, 


The development ofa theoretical science ... would seem 
to be virtually impossible unless its variables can be mea- 
sured adequately. 


Thus, with respect to the expansion of the 
knowledge base in a field of study, auxiliary mea- 
surement theories specifying relationships be- 
tween the theoretical concepts and empirical in- 
dicators are equally as important as substantive 
theories linking concepts to one another. 

Although exploratory factor analysis and coef- 
ficient alpha are widely used in accounting re- 
search to identify and evaluate constructs under- 
lying a set of items (e.g. Haried, 1972; Onsi, 
1973; Short, 1978; Whittington & Whittenburg, 


*We wish to thank Kenneth Merchant for generously sharing his data with us and for his comments on the manuscript. We 
appreciate the comments and suggestions of the reviewers which greatly assisted in improving the manuscript. 
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1980; Merchant, 1985), there are limitations as- 
sociated with the use of these techniques in exa- 
mining auxiliary measurement theory. 

Each factor from an exploratory factor analy- 
sis is defined as a weighted sum of all observed 
indicators in the analysis. However, these factors 
do not generally correspond directly to the con- 
structs hypothesized by the researcher because, 
unless a one factor model is being analysed, each 
theoretical construct is defined by only a subset 
of the indicators in the study. Furthermore, 
while exploratory factor analysis can provide a 
useful preliminary analysis, it does not directly 
assess unidimensionality. 

In addition, factor scores are defined and esti- 
mated as linear combinations of observed vari- 
ables and thus usually contain at least moderate 
amounts of error. As shown by Goldberger 
(1971), a failure to explicitly represent and con- 
trol for errors in measurement in linear models 
(e.g. correlation, regression ) can lead to biased 
and inconsistent estimates of causal parameters. 
The obtained estimates in such studies may thus 
confirm a relationship where none exists, mask a 
true underlying relationship, or significantly un- 
derstate or overstate the magnitude of an actual 
relationship (Johnston, 1972). 

Problems also exist with respect to the use of 
coefficient alpha in the development and evalua- 
tion of measurement scales. In the computation 
of coefficient alpha, it is assumed that the set of 
observed indicators is unidimensional (Green, 
Lissitz & Mulaik, 1977) and that the indicators 
have equal and independent errors of measure- 
ment (Werts, Linn & Jéreskog, 1974), condi- 
tions that may not be met or tested in practice. 

Finally, it is generally recognized that theoret- 
ical constructs achieve their meaning both 
through their relationship to observed indi- 
cators (auxiliary measurement theory) and 
through their relationships with other theoreti- 
cal constructs (the nomological network that 
comprises substantive theory). While explora- 
tory factor analysis and coefficient alpha may be 
used to examine auxiliary measurement theory, 
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they were not developed to address the latter as- 
pect of construct validity. 


AN INTEGRATIVE FRAMEWORK. 


An integrative framework would allow resear- 
chers to evaluate both the measurement proper- 
ties of constructs and their meaning within the 
nomological network. One such framework is 
offered by LISREL' — Linear Structural Relation- 
ships — (Jéreskog, 1973; Jéreskog & Sérbom, 
1981). That framework subsumes both confir- 
matory factor analysis and structural equations. 
The advantages of this framework is that it: (1) 
allows the researcher to explicitly define and 
test the hypothesized relationships that define 
each construct as a function of multiple indi- 
cator variables (i.e. the auxiliary measurement 
theory); (2) permits an explicit evaluation of 
unidimensionality; (3) provides assessments of 
reliability that rely only on the unidimensional- 
ity (i.e. single-factoredness ) assumption; (4) al- 
lows the explicit modeling and estimation of er- 
rors in measurement; and (5) makes possible 
direct tests of substantive theory that posits rela- 
tionships between theoretical constructs within 
the same framework used to examine AS 
measurement theory. 

In the most general form of the LISREL model, 
the researcher posits a causal structure among a 
set of unobservable constructs.’ These con- 
structs are represented by latent variables, 
which are empirical measures of the constructs. 
Each latent variable is measured by a set of ob- 
servable indicator variables that may be assumed 
to be measured with error. The formal LISREL 
model describes the structural and measure- 
ment assumptions of the researcher and consists 
of two parts; the latent variable model and the 
measurement model. The latent variable model 
specifies the hypothesized causal structure 
among the unobserved theoretical constructs. 
The measurement model specifies how the Ila- 
tent variables are measured in terms of the ob- 


'LISREL is available directly from Scientific Software, Inc., 1369 Neitzel Road, Mooresville, IN 46158 (317-831-6336). Other 
such frameworks are offered by latent structure analysis (Goodman, 1974), and partial least squares (Wold, 1980). 
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served variables and represents the correspon- 
dence rules by which observed variables are 
linked to the unobservable constructs. 

The LISREL algorithm analyses the structural 
equations that define the latent variable and 
measurement models to obtain estimates for the 
unknown model parameters. Tests of goodness- 
of-fit of the hypothesized. model are based on a 
comparison of the covariance matrix predicted 
by the model with the covariance matrix of the 
observed variables. (For a critique of LISREL, see 
Fornell, 1983, and Bagozzi, 1983.) 


AN ILLUSTRATIVE INVESTIGATION 


In 1952, Argyris suggested that organizational 
controls, particularly budgets, may have dys- 
functional consequences. Following Argyris’ 
suggestion, a great deal of research on budgetary 
systems has been directed toward determining 
the effect of organizational controls on manage- 
rial attitudes and budgetary oriented behavior 
(e.g. Stedry, 1960; DeCoster & Fertakis, 1968; 
Swieringa & Moncur, 1972, 1975; Milani, 1975; 
Kenis, 1979; Brownell & McInnes, 1986). 
Among these studies, several have directly fo- 
cused on the relationship between the budget- 
ary systems and individual managers’ attitudes 
toward slack (e.g. Onsi, 1973; Merchant, 1985). 
However, the findings in the existing literature 
are often contradictory (Moriarity & Allen, 
1987). 

Slack, which occurs when an organization 
controls more resources than are needed to 
maintain a viable coalition (Cyert & March, 
1963), is an important component of such 
theories as agency theory (e.g. Jensen & Meckl- 
ing, 1976), management control theory (e.g. 
Kerr & Slocum, 1981), X-efficiency theory (e.g. 
Leibenstein, 1966), and behaviorally oriented 
microeconomic theory (e.g. Cyert & March, 
1963). Budgetary slack is defined as the excess 
of the amount budgeted in an area over that 
which is necessary (Merchant, 1985). 

In a study published in 1973, Onsi used infor- 
mation from a review of the literature and per- 
sonal interviews with managers to identify be- 
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havioral variabies that appeared to influence 
budgetary slack build up and utilization. He de- 
veloped an instrument to operationalize items 
relevant to the domain of the study and then em- 
pirically investigated the relationships between 
and importance of these variables, using factor 
analysis. Based on an analysis of significant corre- 
lations among oblique factors, he found that 
managers’ need to create slack was: (1) posi- 
tively related to a control system that places high 
importance on the attainment of departmental 
budgets, and (2) negatively related to budget 
participation. 

Later, an empirical study by Merchant ( 1985) 
investigated how managers’ propensities to 
create budgetary slack are affected by the 
budgeting system and the technical context. 
Merchant took Onsi’s findings with respect to 
the budget as hypotheses to be tested. The find- 
ings in Merchant’s study supported the hypo- 
thesis that the propensity to create slack is nega- 
tively related to the extent of participation al- 
lowed in budget processes but did not support 
the relationship between managers’ propensity 
to create slack and the importance placed on 
meeting budget targets. 

Below, the advantages of an integrative frame- 
work for explicitly modeling and testing both 
auxiliary. measurement theory and substantive 
theory are illustrated by a reanalysis of the rela- 
tionships posited by Onsi and Merchant. 

The data for the analysis was originally col- 
lected and analysed by Merchant (1985 ). In that 
study, measures for each variable were obtained 
by calculating an unweighted sum of the indi- 
cators, and hypotheses were tested by examin- 
ing pairwise correlations. The Appendix con- 
tains a description of the scales Merchant used to 
measure each variable. 


PROPENSITY TO CREATE SLACK: 
MEASUREMENT MODEL 


Propensity to create slack was measured by a 
four item scale developed by Onsi (1973). Fig- 


ure 1 is a path diagram of the auxiliary measure- 
ment theory for that construct. This model is a 
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confirmatory factor analysis model which posits 
that the latent variable, Slack (€), is a unidimen- 
sional construct defined by the observed indi- 
cators, S1-S4. The à, parameters are analogous 
to factor loadings.” The random variables 5, — 8, 
are called errors in measurement; their variance 
is analogous to the unique variance of variable in 
a common factor analysis in that it is not as- 


sociated with variation in the latent variable for: 


which that variable is an indicator. 

Estimates of the variance of latent variables 
and of errors in measurement of indicator vari- 
ables can be used to estimate each indicator’s re- 
liability, Le. the proportion of the observed indi- 
cator’s variation that is free from random error. 
The reliability of an indicator is the squared 
multiple correlation between that indicator and 
the latent variable; it is calculated as one-minus 
the ratio of error variance to observed variance. 
Reliabilities can provide direction for the futher 
development and purification of a scale. Table 1 
contains the reliability measures for the indi- 
cators in the model in Fig. 1. Only 24% of the 
first indicator’s (S1) variance is shared with the 
latent variable, suggesting that the auxiliary mea- 
surement theory could be strengthened by re- 
vising, deleting or replacing that indicator. 

The composite reliability measure (.70 for the 
variable Slack) is analogous to coefficient alpha 
in that it estimates the internal consistency of a 





Fig. 1. Auxiliary measurement theory for propensity to 
create slack 
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TABLE 1. Reliability estimates for slack and importance of 


meeting budget 
Indicator Composite 

Slack reliability reliability 
Propensity to create slack (SLACK) .70 

$1 .24 

$2 43 

$3 39 

$4 .40 
Importance of meeting budget 
Required explanations of varlances (EXP) 84 

EX1 59 ; 

EX2 62 

EX3 50 

Ex4 59 


Reactions to expected budget overruns (REACT) .74 
RT1 63 
RT2 63 
RT3 24 
Link with extrinsic rewards (REWRD) 
RD1 52 
RD2 -33 
RD3 17 
RD4 23 
RD5 40 
.RD6 52 
RD7 16 


latent variable. However, as previously men- 
tioned, this reliability measure is not based on 
the stringent measurement assumptions re- 
quired for coefficient alpha. Although no rule-of- 
thumb has been explicitly established for LIS- 
REL’s composite reliability measure, most au- 
thors accept Nunnally’s (Nunnally, 1978, p. 
245) suggestion that .70 is acceptably high relia- 
bility. 


IMPORTANCE OF MEETING BUDGET 


Preliminary analysts of measurement model 
It is hypothesized that the concept, Impor- 
tance Placed on Meeting Budget Targets, com- 
prises three constructs: Required Explanations 
of Variances, measured by a four item scale 


tit should be noted, however, that the A, parameters are not, in general, correlations. They “are regression coefficients and, 
as such, can exceed the value one” (Jöreskog & Sécbom, 1981, p. 07.18) even if both the observed and latent variables are 


standardized. 


* 
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Auxiliary measurement theory for budget 
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the variance/covariance matrix of the observed. 


variables to uniquely estimate the unknowns. 
Thus, separate and unique estimates. cannot be 
obtained for the variance of the latent variable £, 
(Budget Participation) and its relationships (Yı 
and y) with the:other two constructs. However, 
we can obtain some insight by estimating the re- 
lationship between the two hypothesized sub- 
constructs using a first-order oblique- confirmat- 
ory factor analysis model, as was done in the first 
phase of the analysis of the Importance Placed 


on Meeting Budget Targets construct. Table 3 | 


contains selected estimates obtained from an 
analysis of that model. 

As can be seen from the reliability measures, 
the auxiliary measurement theory for these two 
constructs is not as strong as those previously 
considered. However, the correlation between 
the two latent variables (,, = .54) supports the 
hypothesis that they are related. Furthermore, 
the goodness-of-fit of the model to the data is ac- 
ceptable (x? statistic, p-value = .124).3 


Test of substantive theory 
Figure 6 depicts the complete model for the 
hypotheses involviag Propensity to Create Slack 
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and Budget Participation. The substantive hypo- 
thesis is: 


H3. The propensity to create ‘budgetary slack is nega- 
tively related to the extent of participation allowed in 
budgeting processes. - 


Although the auxiliary ‘measurement model 


for Budget Participation (Fig. 5) was not iden- 


tified when considered by itself, the model in 
Fig. 6 is identified and thus can be estimated. . 

The values specified for the structural 
parameters in Fig. 6 are standardized estimates. 
Structural parameter y, of the model estimates 
the relationship in hypothesis 3; it is statistically 
significant (t = ~—2.766) and its sign is in the 
hypothesized direction. The Budget Participa- 
tion construct accounts for 16% of the variance 
in the Slack. construct. 


Comparison with tradition analysts 

Many hypotheses in the social sciences in- 
volve multidimensional concepts. Furthermore, 
the various dimensions may have different un- 
derlying theoretical bases. In these cases, a 
single index (e.g. the sum of items from multiple 
scales) may confound the dimensions, and esti- 
mates of structural parameters for models con- 
taining the index may be biased. On the other 
hand, if each dimension is represented by a sepa- 
rate index, a direct test of the theory is not possi- 
ble in traditional linear models (e.g. regression, 
correlation) because there is no way to “inte- 


TABLE 3. Selected estimates from oblique confirmatory fac- 


tor analysis for budget participation 
` Indicator, Composite 

Variable - reliability reliability 
Influence on budget plans (INFL) ` ` 56 

I ' 48 

12 | BO 
Personal invoivement in budgeting (PINV) 62 

PI 69 

P2 22 

P3 ae. | 


| nad 


*The p-value associated with they’ statistic provided by the LISREL algorithm is the probability of obtaining a x? value larger 
than the value actually observed, under the hypotheses that the specific structural model is a true model of population 
relationships. Large p-values indicate that the hypothesized structure is confirmed by the sample data. 
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Fig. 6. Model of hypothesized relationship between budget participation and propensity to create slack. 


grate” the resulting estimates for each separate 
index into an estimate of the effect of the con- 
struct itself Consequently when estimates do 
not uniformly support or fail to support the 
hypotheses, conclusions are either charac- 
terized as equivocal or are reached by argu- 
ments about the preponderance of evidence. 
Furthermore, in multiple regression models thé 


multicollinearity among the dimensions may 


result in unstable parameter estimates. 
The hypotheses that Merchant examined in- 
volved such multidimensional concepts. A sum- 


mary of Merchant’ analysis is shown in Table 4. It 
consisted of an examination of pairwise correla- 
tions between the dependent variable ( Propen- 
sity to Create Slack) and an index for each of the 
hypothesized dimensions of each construct. 
Merchant also performed a stepwise regression 
analysis (“because of the high correlations be- 
tween the independent variables”, p. 206) that 
involved. other constructs than those examin 
in this paper. 

In contrast, the integrative framework pre- 
sented earlier in this paper allowed estimation of 


TABLE 4. Summary of original analysis (Merchant, 1985) 


Noof 
indicators 
Dependent variable 
Propensity to create slack 4 
Independent variabies 
Importance of meeting budget 
Required explanations of 
variances 4 
Reactions to expected 
budget overruns 3 
Link with extrinsic 
rewards 7 
Budget participation 
Influence on budget plans 2 
Personal involvement in 
budgeting 3 
One tailed significance (n = 170). 
(a)p<0.01 (b)p<005 (c)p<0.10. 


Alpha Hypothesized Pairwise 
reliability relationships correlations 

.70 

S 

84., ~0.18° 

72 | 0.11¢ 

.79 —0.12° 

52 p Se F -0.12 ' 

.60 0.21" 
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(Merchant, 1981); Reactions to Expected 
Budget Overruns, measured by a three item 
scale (Merchant, 1981); and Link with Extrinsic 
Rewards, measured by a seven item scale 
(Hackman & Porter, 1968; Dermer, 1975; Mer- 
chant, 1981). | 

Figure:2 depicts the confirmatory factor analy- 


sis model used in the first phase of analysis of the 


auxiliary measurement model for the construct 
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should be investigated further in an attempt to 
_ Strengthen the auxiliary measurement theories. 
_ Composite reliabilities are, however, acceptably 


*¥ 
a 


Importance Placed on Meeting Budget Targets. 


(IMP). This model posits that the three latent 
variables, £,—£3, are unidimensional constructs. 


defined by the observed variables EX1—EX4, 
RT1—RT3, and RD1—RD7, respectively. The 
model in Fig. 2 incorporates two structural 
hypotheses: (1 ) that factor loadings of indicators 
across common factors, e.g. the loading of the in- 
dicator, EX1, on the latent variable £, (REACT), 
are zero; and (2) that the: intercorrelations 
-among the errors in measurement (i.e. the 53s), 
are zero. As previously mentioned, exploratory 


factor analysis does not allow the researcher to ` 


specify and test such hypotheses -concerning 
‘Structural aspects o the in measurement 


theory. 


`- Table 1 contains the teliibilities for each of 


the indicators and latent variables in this model. 
As previously mentioned, indicators with low re- 
liabilities: (e.g. RD7 with a reliability of .16) 


Since a hypothesis of the auxiliary measure- 
ment theory is that all three latent variables are 
related to one concept, the correlations among 


‘them (i.e. 12, $13 and $23) should be fairly high. 


However, although the cofistructs, Required 
Explanations of Variances (EXP) and Link with 
Extrinsic Rewards (REWRD), have a moderate 


correlations (,, = .41), the correlation of each 


of these with the construct, Reactions to Ex- 
pected Budget Overruns (REACT), is weak (6,2 
= 29, bo, = .24). 


Further analysts 
The explicit auxiliary measurement theory is _ 
modeled by the second-order confirmatory fac- 
tor analysis model shown 'in Fig. 3. Estimates of 
the relevant parameters are given in Table 2. ° 
As shown in Fig. 3, first-order latent variables 
(EXP, REACT and REWRD ), which are measured 
by observable indicators, are modeled as indi- 
cators of a second order factor (IMP). The 
parameters ‘y,~y, are analogous.to the loadings 
that would be generated by a factor analysis. of 
the “factor scores” of the thtee first-order latent 
variables, The random variables {,—{, represent 
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Fig. 2. Oblique confirmatory factor analysis model for importance of meeting budget. 
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errors in the: structural equations linking the 
construct, Importance Placed on Meeting 
Budget Targets (IMP), to each of its indicators; 
the variances of (,—{, are parameters of the 
model. oS 

. Itis a matter of logical and empirical necessity 
that the set of measures that operationalize a 
‘theoretical construct be unidimensional. A uni- 
dimensional (ie. homogeneous) construct is 
one in which all systematic variance in the con- 
struct’s indicators is due to one common factor. 
One possible explanation for the high error in. 
équation variance (.83) associated with Reac- 
tions to Expected Budget Overruns (Table 2) is 
that the indicators of that construct share 
another source of systematic variance. 


The analysis of the models in Figs 2 and 3 thus: 


suggests that the three constructs hypothesized 
to measure Importance Placed on Meeting 


Budget Targets do not converge to measure a 
single unidimensional construct, 


A conceptual re-examination 

_ An examination of the survey questions (see 
Appendix ) suggests that Importance Placed on 
Meeting Budget Targets may not be a one-di- 
mensional construct. The questions used to 
operationalize Required Explanations of Var- 
iances and Link with Extrinsic Rewards em- 
phasize “administrative related . importance”, 
whereas the questions associated with Reactions 
to Expected Budget Overruns emphasize “task 
related importance”. 

Administrative related importance is related 
to reporting and evaluating budgetary perform- 
ance for administrative purposes. These budget- 
ary performance measures allow upper manage- 
ment to evaluate individual managers’ efforts 


TABLE 2. Selected estimates from model in Fig. 3 


l Coefficients Errors in equations 

Latent variable Parameter Estimate* Parameter Estimate* 
Required explanations 

of variances (EXP) Yi .70 bi 51 
Reactions to expected 

budget overruns (REACT) Ya .41 ta 83 
Link with extrinsic 

rewards (REWRD ) Ys 58 ts 66 
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and performance with consideration given to 
uncontrollable events within the work environ- 
ment. In contrast, task related importance is re- 
lated to the extent.to which individual mana- 
gers’ actions are reviewed for punitive purposes. 
These budgetary performance measures are re- 
lated to actions which individual managers take 
to correct unfavorable variances, such as reduc: 
ing actual expenditures or, moving monies 
around. 

The conceptual difference posited jote be- 
tween administrative and task related impor- 
tance is supported by the work of DeCoster & 
Fertakis (1968). They suggested that “pressure 
from procedures in budget administration” and 
“pressure caused. by the need to correct budget 
deviations” are different sources of role expecta- 
tions. Empirical results also support the bi-di- 
mensionality of the Importance construct. In an 
orthogonal factor analysis of 1:71-items from a 
questionnaire measuring managers’ budget- 
oriented behavior (Swieringa & Moncur, 1972), 
items used to operationalize Required Explana- 
tions of Variances and Link with Extrinsic Re- 
wards loaded on. a different factor than those 
used to operationalize Reactions to Expected 
Budget Overruns. . 

The hypothesis of bi-dimensionality of the Im- 
portance construct is further supported by a 
consideration of the relationship. that each di- 
mension may have with managers’ propensities 
to create budgetary slack. One of the administra- 
tive purposes of budgetary performance evalua- 
tions is to provide formal organizational controls 
to inhibit individual managers’ opportunities to 
act in their own self-interest. as. opposed to the 
interests of the firm. As administrative desire for 
control increases, it is likely that control systems 
will become more structured. When, as a result 
of this increase in structure, individual items of 
budget related activity are more.clearly and 
carefully defined, the individual managers may 
perceive a greater degree of control over their 
budgetary performance which decreases their 
perceived probability of being able to create 
slack. Thus, it is hypothesized that perceived ad- 
ministrative related importance is negatively re- 
lated to managers’ motivation to create slack. 
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On the other hand, task related importance 


_. concerns the corrective and punitive nature of 


controls. Increasing demands from upper man- 


agement on meeting the budget may create 


stress in managers faced with possible budget 
overruns within their unique task environments. 
This increased stress, related to. perceived les- 
sening of a manager’s control over budgetary 
performance, is hypothesized to be positively re- 
lated to managers’ motivation to create slack. 

It should be noted that the theoretical analysis 
above has not depended upon LISREL for its de- 
velopment. The correspondence between 
theoretically defined concepts, which are men- 
tal abstracts and thus inherently unobservable, 
and empirical indicants, which are directly ob- 
servable, is not one that can be established by 
any strictly logical or empirical argument. It 
must, instead, be established by common agree- 
ment or a priori assumption (Northrop, 1947, 
pp. 120-121). However, careful attention to 
measurement problems and ambiguities, using 
either this framework or other techniques, can 
assist us in clarifying our theoretical definitions. 


Tests of substantive Deo 

Figure 4 depicts the complete model for the 
hypotheses involving Propensity to Create Slack 
and Importance Placed on Meeting Budget 
Targets, Depiction of the auxiliary measurement 
theory has been abbreviated to simplify the dia- 
gram. Based on the previous discussion, the two 
substantive hypotheses are: 


H1. The propensity to create budgetary slack is positively 
related to reaction to task related importance. 


H2. The propensity to create budgetary slack is nega- 
ee er ee, 
tance. 


In Fig. 4, Task Related Importance (TSKIMP) 
is measured. by the three-item scale for Reac- 
tions to.Expected Budget Overruns. Administra- 
tive Related Importance (ADMINP) is modeled 
as a second-order factor whose. indicators are 
the first-order constructs, Required Explana- 
tions of Variances (EXP) and Link with Extrinsic 
Rewards (REWRD ). The modeling of ADMINP il- 
lustrates another advantage of a framework that 
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Fig. 4. Model of hypothesized relationship between importance of meeting budget and propensity to create slack. 


incorporates confirmatory factor analysis. In 
some cases, a single unidimensional scale may 
represent a content domain that is too restric- 
tive to incorporate the more broadly defined 
construct that is the subject of the researcher’s 
hypothesis. The framework discussed here al- 
lows the researcher to embed two or more uni- 
dimensional scales, as indicators themselves, 
within a higher order structure. The resulting 
second-order construct allows a single direct 
test of a hypothesis, as contrasted with the multi- 
ple tests (and the possibility of conflicting 
results ) associated with other approaches. 
Standardized estimates of the structural 
parameters are shown in Fig. 4. Parameter ‘y, es- 
timates the relationship in hypothesis 1, and +, 
estimates the relationship in hypothesis 2. The 
structural coefficients representing causal links 
between the construct Propensity to Create 
Slack and the two Importance constructs are 
both statistically significant with signs in the 
hypothesized directions. A linear combination 
of the Importance constructs (é, and &,) ac- 
counts for 31% of the variance in the Slack con- 
struct. 
` It should be noted that, although the develop- 
ment of the final model for the Importance con- 


cept was guided by a consideration of previous: 
literature, the process was also data-driven; that. 
is, empirical relationships manifest in the sample 

data were used to suggest model modifications. 

The process was, therefore, exploratory and 

should not be viewed as confirming the hypoth- 

eses stated above. Evidence to confirm or dis- 

prove the hypotheses must be obtained by sub- 

jecting an independent set of data to a confirma- 
tory analysis. 


BUDGET PARTICIPATION 


Measurement model 

The concept, Budget Participation, was 
hypothesized to comprise two subconstructs: 
Influence on Budget Plans, measured by a two- 
item scale (Merchant, 1981); and Personal In- 
volvement in Budgeting, measured by a three 
item scale (Merchant, 1981). The auxuliary 
measurement model representing that hypo- 
thesis is shown in Fig. 5. 

The system of equations describing the model 
in Fig. 5 is not identified because there is not a 
unique set of parameter values consistent with 
this data, Le. not enough information exists in 
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the theoretical construct involved in each hypo- 
thesis, and direct estimation of both the effects 
of those constructs on the dependent variable 
(e.g. y; and y; in Fig. 4, and y, in Fig. 6) and the 
relationship between ‘multidimensional con- 
structs (e.g. the correlation between al 
and TSKIMP in Fig. 4). . 

With respect to specific empirical results; our - 
analysis leads to different estimates of strength of ` 
the relationship than did the analysis with pair- 
wise correlations. In Merchant’s analysis, corre- 
lations of ~.12 and —.21 between the Slack con- 
struct and the two dimensions of the Budget Par- 

ticipation construct, indicated a lower explanat- 
ory power than the 16% shared variance esti- 
mate obtained in our analysis. Similar attenua- 
tion of the pairwise correlation coefficients due 
to measurement error is seen in a comparison of 
the results for the Importance concept. 

_ An alternative approach would have been to 
obtain a factor score rather than an additive 
score for each measure. However, as previously 
mentioned, one drawback to this approach is 
that factor scores from an exploratory factor 
analysis involve all variables used in the analysis 
rather than the subset of the indicators 
hypothesized by the researcher to define each 
construct. 

Furthermoré, our analysis provided a systema- 
tic, unified method for examination of underly- 
ing auxiliary measurement theory. Analysis of 
auxiliary measurement models provided empiri- 


cal support for the reconceptualization of Im- - 


portance of Meeting Budget as a bidimensional 
concept comprising Administrative Related Im- 
portance and Task Related Importance. It also in- 
dicated where the auxiliary measurement 
theory might be strengthened by revising, delet- 
ing or replacing specific indicators. 


DISCUSSION: 


As accounting scholars, we attempt to address 
general questions, the answers to which will ex- 
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panid our total knowledge base. We strive to for- 
mulate reasonably general propositions, which 
_ contain concepts that are appropriate to a wide 
variety of circumstances, and which at the same 
-time are ‘sufficiently precise to be’ rejectable 
(Blalock, 1982, p. 24). In the quest for general- 


"ity, interest is directed toward, and hypotheses 


‘are usually stated in terms of, abstract concepts 
rather than specific empirical variables. This is at 
once an advantage and a disadvantage. On one 


.hand, the “vagueness, complexity and sugges- 


tiveness of [abstract] concepts . . : allow them to 


~~ be empirically referenced with varying degrees 


of success at different times and places” (Zeller 
& Carmines, 1980, p. 3). On the other hand, 
because abstract concepts are not directly ob- 
servable, hypothesis testing cannot be ac- 
complished by direct examination of relation- 
ships between them. — 

Further, the complexity of theoretical mean- 
ing assigned to many concepts used in account- 
ing research requires that they be represented 
by multiple indicators,-the set of which as a 
whole adequately captures the theoretical 
meaning attributed to the concept. Strategies 
such as repetition of the hypothesis test using 
each of a set of indicators or the construction of 


an index formed from some combination of two 


or more observable indicator variables have 
been used, in research studies in auditing (see 
e.g. Senatra, 1980), managerial accounting (see 
e.g Kenis, 1979; Brownell & McInnes, 1986), 
financial accounting (see e.g. Ingram & Frazier, 
1980) and taxation (see e.g. Song & Yarbrough, 
1978). However, as mentioned previously, 
neither of these strategies addresses the prob- 
lem of measurement error. - 

Multiple indicator, latent vatiabies models 
offer an integrating paradigm for addressing 
these concerns. These methods of analysis pro- 


vide researchers with a single framework for 
-both estimating structural relationships among 


unobservable constructs and assessing the 
adequacy with which those constructs have 
been measured. 
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APPENDIX: INSTRUMENT 


Dependent variable 
Propensity to create slack (SLACK) 
$1. To be “safe”, a manager usually sets two levels of standards; one between himself and his boss, and 
another between himself and his subordinates. 
S2. Slack in the budget is good to do things that cannot be officially approved. 
$3. To protect himself, a manager submits budgets that can be safely attained. 
S4. In good business times, my supervisor is willing to accept a reasonable level of slack in my budget. 


Independent variables 
Required explanations of variances (EXP) 
EX1. I am required to submit an explanation in writing about causes of large budget variances. 
EX2. I am required to report actions I take to correct causes of budget variances, 
EX3. I am required to prepare reports comparing actual results with budget. 
EX4. I am required to trace the cause of budget variances to groups or individuals within my unit. 
Reactions to expected budget overruns (REACT) 
RT 1. I find it necessary to charge some activities to other accounts when budgeted funds for these activities 
have been used up. 
RT2. I have to shift figures relating to operations to reduce budget variances. 
RT3. I find it necessary to stop some activities in my unit when budgeted funds are used up. 
Link with extrinsic rewards (REWRD) 
RD1. Budget performance is an important factor in advancing my career. 
RD2. Meeting the budget goals consistently will improve a manager’s job security. 
RD3. Exceeding budget performance will lead to more responsibility. 
RD4. Goad budget performance is a prerequisite to advancement. 
RD5. Pay increases are closely tied into budget performance. 
RD6. My talents will be better recognized if my department attains the budget. 
RD7.1 will have better relations with my supervisor if my department performs well in relation to the 
budget. 
Influence on budget plans (INFL) 
Il. The budget is not finalized until I am satisfied with it. 
12. New budgets include changes I have suggested. 
Personal involvement in budgeting (PINV) 
Pl. linvestigate favorable as well as unfavorable budget variances for my unit. 
P2. Preparing the budget for my unit requires my attention to a great number of details. 
P3. I personally investigate budget variances in my unit. 
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Abstract 


Prior studies have praata how users of accounting information process information when makirig 

` 7 ‘decisions. This research examined interference effects such as “data” and “functional fixation”. Specifically, 
this study investigates whethér familiarity with a data set; and a method for its application, prohibits ` 
subsequent, alternative uses for that data set.. ES evidence is presented that, suggests the 


presence ofan interference effect. 


Generally, ' managerial decision making and 


problem solving is facilitated and improved with 


the benefit of prior training and experience; 
however, “..it is perhaps less obvious that 
knowledge acquired in the past can sometimes 
seriously disrupt, and interfere with, subsequent 
attempts to solve problems” (Eyesenck, 1984, p. 
273). For example, previous research studies 


have focused on experience as a barrier to prob- 


lem solving. In particular, the issues addressed 
. have included the influence on managerial deci- 
sions of alternative inventory flow assumptions 
(Dyckman, 1964a, b; Bruns, 1965; Dopuch & 
Ronen, 1973), the influence of changes in the 
underlying cost information provided on pricing 
decisions (Ashton, 1976; Barnes & Webb, 


1986), the ability to respond to valuation: 


method changes (Chang & Birnberg, 1977), and 
the effect of cost and profit information on mar- 
ket-based decision models (Haka, Friedman’ & 
Jones, 1986). In each case, available evidence in- 
dicates that decision makers’ behaviour is im- 
paired; that is, decisions are made that are, in 
some sense, sub-optimal. 


"ft 


These studies have been linked with the func- 


tional fixation literature in psychology. Func- 


tional fixedness denotes an individual's difficulty 
in discovering new functions for common ob- 
jects and was first investigated by Maier (1931) 
and. Duncker (1945). A detailed review of func- 
tional fixation in accounting is provided by 
Ashton (1976) and Wilner & Birnberg (1986). 
This paper investigates whether familiarity 
with a data set, and a method for its application, 
prohibits subsequent uses of that data set for dif- 
ferent purposes. The current study differs from 
prior accounting. research, and is closer to the 
concept of fixedness in psychology, because it . 
stresses a new use for a familiar data sèt. In this 
experiment, subjects, accustomed to. using a 
component’s “cost-card” for inventory valua- 
tion, are required to use a similar “cost-card” to 
calculate a component’s minimum cost. Thus, 
this study explores subjects’ ability to find two 
different functions for the same object, whereas 
prior studies investigated some variant of “data- 
fixity”, being concerned with subjects’ ability to 
find the same function for two different ee 


*The author wishes to thank Kevin Keasey and two anonymous E EE E E EEE te cates 


and style of the article. 
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RESEARCH METHODOLOGY 
Hypotbests 


The research hypothesis of the current study 
is that prior use of a data set will inhibit the crea- 


tive use of that data set in a new way. The null ` 


hypothesis is that familiarity with a procedure 
that uses a data set for the valuation of inventory 
will not affect subjects’ use of that data set for 
minimum cost calculation. 


Task and procedure 

Subjects were undergraduate students from 
the School of Industrial and Business Studies at 
the University of Warwick. All were enrolled ina 
Managerial Accounting course and all had previ- 
ously taken (and passed) an Introduction to Ac- 
counting course. 

Subjects were divided into two equal groups 
of 40 by the random selection of playing cards 
(without replacement) on entering the lecture 
theatre. All subjects completed a short, five 
question, multiple-choice (objective) test on 
basic accounting topics in order to establish 
equivalence between the two groups (question 
2 is reproduced in the Appendix as an example ). 


Experimental group | 

On completion of the pre-test, subjects in the 
experimental group were given background in- 
formation on Shannon Engineering 
Technologies Limited (SET). SET was described 
as a long-established manufacturing company. 
The description also included details of SET’s 
adopted inventory valuation procedures. These 
procedures essentially valued materials and 
labour on the basis of standard cost, although ad- 
justment would be made to current cost in cer- 
tain, specified circumstarices. Overheads, split 


between specific and general, were added ona ` 
standard allocation rate basis, and a provision | 
was deducted amounting to 3 percent of the . 
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total materials and labour costs. This provision 
represented an allowance for losses from total 


inventory value arising from obsolescence etc. 


Subjects were also presented with the up-to- 
date “cost-card” for one component and a solu- 
tion for its overall valuation. Their task was to 
apply the inventory valuation procedures to 
three finished goods components, a cost-card 
being given for each one. The importance-:of this 
preliminary task was for subjects to become ac- 
customed to, and to try to apply, the given inven- 
tory valuation procedures. Analysis of responses 
in this part of the experiment revealed that 28 
subjects valued all three components correctly. 
The other 12 subjects’ all valued the first two 
components correctly but made the same error 
on the third, using current cost for one of the 
labour processes where this was 8 percent less 
than standard cost. SET’s procedures, however, 
only allow a current cost basis for labor where 
current cost exceeds standard cost by 5 percent 
or more. 

In the second part of the experiment subjects 
were again presented with a cost-card, but the 
task was now to calculate the minimum cost at 
which a component (the ZV10) could be pro- 
duced. This might lead to a management oppor- 
tunity to utilize spare capacity and make extra 
profit by offering the component at a special, re- 
duced price. The component required two parts 
and three labour processes (in none of which 
did standard cost exceed current cost by 5 per- 
cent or more ). Table 1 compares the cost of the 
component based on SET’s usual inventory valu- 
ation procedures with the minimum cost for the 
special order. 7 


Control group ` 

The members of the control group were given 
similar background information on SET, but not 
the data on SET’s inventory valuation proce- 
dures. They carried out only the “minimum 
cost” part of the experiment. After calculating 
the “minimum cost” they attempted an addi- 


'The full experimental details and hand-outs are not reproduced here, but are available on request from the author at the 
School of Industrial and Business Studies, University of Warwick, Coventry, CV4 7AL, U.K. 


20f these 12 subjects, 9 scored two of fewer on the multiple-choice test. 
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‘TABLE 1. Basis of valuation of the ZV10 component 


Inventory Minimum cost. ” 

Materials 

Part A56 Standard cost Current cost 

Part B30 Current cost Current cost 

`” Labour 

Process R Standard cost + Current cost 

Process N Current cost : Current cost 

Process Y Standard cost Current cost 
Overheads 

Specific Include Include 

General Include Exclude 
Provision 

Obsolescence Exclude 


tional question on break-even analysis intended 
to keep them occupied for the same length of 
time as the experimental subjects. The overall 
sequence and timings are summarized in Table 
> = i a ; ; 2, 


Fy 
a4 % z 


No significant (p <.05) difference was found 
between the performance of the experimental 
and control group members on the initial object- 
ive test. It can be concluded that the two groups 


were equivalent for analytical purposes: Sub- 
jects’ solutions revealed, however, a lower. 


r 
{ « 
“ 


TABLE 2. Summary of experimental aie! 


Task | Duration Task Duration 
i (mins) | (mins) 
Objective test (20 Objective test 200 

SET. 1 : SET 

roog yalo 35 . (minimumcost) 20° ' 
SEF. 2 . Break-even analysis ge ts 
(iliii) 15 question e. OO « 


* The éontrol group's extra five minted enabled familltáriza- 
Ai aaa cra aa i i i 


tA 
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«standard: of. accounting knowledge than had 


been anticipated. Twenty-four experimental and 
19 control group members correctly answered 


fewer than three of the five questions. This 
suggested that these subjects had a poor general 


comprehension of accounting and could not be 
relied upon to sufficiently understand the. ‘SET 
problem which confronted them. For these stu- 
dents rather than causing fixation, the inventory 


'. valuation procedures may have actually ‘pro- 


vided a means of achieving a solution — ‘a way 


out of their confusion.” For this reason. these sub- 
. jects’ responses to the minimum cost experi- 


ment were excluded from analysis. 

The remaining subjects’ responses were 
classified into five catégories and three condi- 
tions. The five categories are (1) overall (the 
complete response), (2) materials (that is, re- 
sponses for the two parts within the ZV10 com- 
ponent taken together), (3) labour (the three . 
processes taken —together),:.(4)  overbeads 
(specific and general), and (5) the obsolescence 
provision. The ‘three conditions of response 
within each category were minimum cost caicu-. 
lated (1) correctly (see Table 1), (2) as- per in- 
ventory valuation procedures, and: (3) any. 
etna ie responses e ee 
Table 3. - a 

A fixation of nterra effect would be de- 
monstrated by a movement away from the “cor- 
rect” condition in the control:group to the-“in- 
ventory valuation” condition in the experimen- 


` tal- group. Its magnitude is the lower ‘of the de- - 


crease in the percentage of subjects calculating 
minimum’ cost correctly (from: the: control 
group to the. experimental group) and. the in- - 
crease in the percentage calculating it-as per in- - 
ventory valuation procedures. Across the sam- 
ple of 16 experimental group members an inter- 
ference effect is apparent in’3 (19 percent) re- 
garding materials, 5 (31 percent) regarding 


= labour and 3 (19 percent) jai a obole: 
. cence Poeun: 


£ i 


SAn examination ofthese subjects respoasċa supports this view. For exainple; of the 24 experimental group members, labour 
cost was calculated Correctly by 8 (33% ), as per itiventofy valuation procedures by 15 (63% ) and in some other way by 1 
- (4% ). Corresponding figures for the 19 control group members were 8 (42% ), 0, and 11.(58% ), respectively. aie 
(86% ) of the shift is from “other” in the control group to “inventory. valuation” in the experimental group. ©. 
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TABLE 3. Analysis of responses to the SET minimum cost problem 





Overall Material Labour Overhead Provision 

Experimental group 

(16 Subjects) | 

% calculating minimum cost-correctly 19 62 31 69 81 
as per inventory valuation procedures — 19 50 6 19 

100% 100% 100% 100% 100% 

Control group 

(21 Subjects) ' 

% calculating minimum cost-correctly 57 100 62 95 100 
as per inventory valuation procedures — — — 5 mamae 
other To a =. 28 ae na 

100% 100%, 100% 100% 100% 


A two-way chi-square test with Yates’ correc- 
tion was conducted over the two groups for: 


each of the response categories. First, the num- 
ber of subjects calculating minimum cost (for 
the category ) either correctly or in accordance 
with the inventory valuation procedures was 
compared with! the number calculating 
minimum cost in some other way. There were 
no significant effects. The “other” responses 
were excluded, therefore, and a second two-way 
chi-square test (with Yates’ correction) com- 
pared for each category the number of subjects 
calculating. minimum cost correctly with the 
number using the inventory valuation rules. A 
significant (p < .01) difference was found only 
for labour (chi? = 8.847). Thus, there is some 


support for the interference effect described . 


above for the labour valuation, though a cell size 
of four for two of the cells indicates a rather 
weak test. 


DISCUSSION 
The experiment revealed limited evidence of 
functional fixation in an accounting context. 
There were, however, several weaknesses in the 
experimental methodology that must be consi- 
dered in evaluating any extrapolations from 


these findings. _ 
Firstly, the sample size was small. After 


excluding 24 subjects following their poor per- 
formance on the objective test only 16 subjects 
remained in the experimental group. This led to 
rather weak statistical evidence. A re-run of the 
experiment should be performed with a larger 
and more knowledgeable pool of subjects. 

A second concern relates to the initial object- 
ive test. It is a useful instrument for ensuring the 
competence of individual subjects and the 
equivalence of the two groups. It is possible, 
though, that the presence of the test, and in par- 
ticular the presence of a question on relevant 
costs for decision making, may itself have in- 
duced a set response. The effect would be to 
magnify the difference between the two groups 
as the control group had sat the objective test 
immediately prior to the experimental task. This 
would be alleviated in a re-run by having the 
control group perform the break-even analysis 
question before the SET problem. In addition, 
this would balance any fatigue effects across the 
two groups. 

Thirdly, no reward structure was provided to 
motivate subjects in the direction of the correct 
answer. This lack of incentive may have ad-. 
versely affected subjects’ performance in the ex- 
perimental task, especially experimental group 
members’ who had been at work for almost one 
hour before attempting the minimum cost prob- 
lem. 


FUNCTIONAL FIXATION 


Another concern relates to the lack of feed- 
back given to subjects regarding their perform- 
ance in the experimental tasks. This is in com- 
mon with all previous accounting studies on fix- 
ation, but as Wilner & Birnberg (1986, p. 76) 
note, “feedback information about the quality of 
prior decisions may be a useful signal that the de- 
cision process needs adjustments or that it 
should be left alone”. The experimental task had 
one right answer: yet subjects had no way of 
knowing whether they had achieved it or not. 
There was no learning process, therefore, that 
could aid subsequent attempts at a similar task. 

Finally, it must be recognized that an indi- 
vidual calculating minimum cost in accordance 
with the inventory valuation rules may have 
done so for reasons other than fixation. He may 
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` have had other preconceptions about how to re- 


spond; he may have misunderstood the task itself 
ot felt it was framed ambiguously; or perhaps, for 
some or all of the reasons already discussed, 
while realizing that a change in decision process 
was required, he simply did not want to make 
the effort. 

Despite these initial weaknesses of experi- 
mental design, the results presented here show 
tentatively that familiarity with a data set, anda 
method for its application, can interfere with 
subsequent, alternative applications of the data 
set. Ifa more rigorous experimental design rein- 
forces these exploratory results, there remains a 
clear need to understand why people are func- 
tionally fixated. 
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. APPENDIX 


Reproduced below is question 2 from the 5 question multiple-choice objective test. 


Last year, a firm started to produce a single product with 2 unit selling price of £16 In the first year of 
operation standard capacity’was 50,000 units, production was 50,000 units, and sales were 40,000 units. 


The actual costs incurred were: 

Fixed 
Direct labour — 
Factory overhead > 0 0o ‘£200,000 


Selling and distribution expenses- ‘ £80,000 
Actual variable costs did not diverge from standard. 


Using absorption costing, what was the unit cost of closing inventory? 
& 6.00 
& 7.00 
£10.00 
£11.00 
£13.00. 


SO OR > 


Variable 


£3.00 per unit produced | 
£2.00 per unit produced 


£1,00 per unit produced 
£1.00 per tinit sold’ 
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Abstract 


The purpose of this paper is to provide a more precise definition of information overload than previously 
found in the literature. Such a definition is essential to designing usable information systems. Drawing upon 
work in organization theory, information overload is defined as occurring when the information processing 
demands.on an individual’s time to perform interactions and internal calculations exceed the supply or 
‘capacity of time available for such processing. Cited empirical evidence demonstrates the reasonableness 


of the proposed definition. 


Organizations and their members are affected by 
the ever increasing quantities and varieties of in- 
formation (data) they are required to process.' 
Organizations and their members, however, 
have limited information processing capacities. 
The combination of more information and li- 
mited information processing capacities has led 
to the phenomenon called information over- 
load. Information overload has interested ac- 
countants for several reasons. First, information 
overload is believed to reduce decision making 
effectiveness (e.g. Ashton, 1974; Fertakis, 1969, 
Miller, 1972; Revsine, 1970; Schroder et al, 
1967; Snowball, 1979, 1980). Given that ac- 
countants are major providers of information to 
decision makers, information overload has be- 
come an important accounting concern. Second, 
since management accountants are themselves 
decision makers and hence users of information, 
they too are subjected to the possible occurr- 


ence of information overload and associated 
negative consequences. Third, information 
overload has been associated implicitly with the 
promulgation and application of financial stand- 
ards (American Institute of Certified Public Ac- 
countants, 1983). The concern in this latter re- 
gard is that the issuance of too many standards, 
and standards that are too detailed, have over- 
whelmed the compliance ability of many com- 
panies; particularly smaller ones. As a result of 
these factors, it is not surprising that accounting 
researchers have devoted much explicit and im- 
plicit attention to the study of information over- 
load (c.f. American Accounting Association, 
1977; Ashton, 1974; Casey, 1980; Iselin, 1988; 
Miller & Gordon, 1975; Revsine, 1970; 
Richardson & Wright, 1986; Shields, 1983; 
Snowball, 1979, 1980). 

Despite the number of studies that have 
examined information overload, there has been 


*Ken MacKenzie, Bill McKinicy and Ken Merchant provided helpful comments on an earlier draft of this paper. 


'We recognise that the terms information and data are distinguishable in a technical sense. Information is a subset of data and 
is directly related to the knowledge gained by an individual receiving a message (Feltham, 1972). However, for purposes of 
this paper, we will use these terms interchangeably since an operational distinction between the two is often impossible to 


make. 
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little precision in its definition. Yet, as noted by 
several researchers, defining the concept more 
precisely is essential to designing usable infor- 
mation systems and understanding and lessening 
the effects of information overload (Ashton, 
1974; Casey, 1980; Libby & Lewis, 1982; 
O'Reilly, 1980; Snowball, 1979). Hence, the 
primary purpose of this paper is to propose a de- 
finition of information overload that has greater 
conceptual clarity than previous definitions. 
Our work approaches the subject from an or- 
ganizational perspective, supplementing previ- 
ous research which has approached information 
overload primarily from a psychological per- 
spective. 


In the following section, a brief view of ac-- 


counting and related studies on information 
overload is presented. The conceptual founda- 
tion for our proposed definition of information 
overload, and the definition itself, are advanced 
in the third section. Conceptual differences be- 
tween our definition and others are also discus- 
sed in the third section as well as the way these 
differences extend the literature. In the fourth 
section, evidence in support of our definition is 
presented. In the final section some concluding 
comments are offered. 


LITERATURE REVIEW 


A large part of the accounting research on in- 
formation overload is based upon the work of 
Schroder et al. (1967). In their work, Schroder 
et al sought to examine the relationship be- 
tween an individual’s level of information pro- 
cessing and environmental complexity. Level of 
information processing referred to an indi- 
vidual’s internal thought processes, encompas- 
sing screening, comprehending, combining, 
evaluating, interpreting, and using information 
to make decisions.” Environmental complexity 
was defined as the sum effect of the degree ofun- 
certainty and the positive and negative reactions 
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of the individual toward the processed informa- 
tion. They found that an individual's ability to 
process information increased with increases in 
environmental complexity, but only up to a 
point. Then, as environmental complexity (the 
independent variable) continued to increase, 
and individual’s ability to process information 
(the dependent variable ) decreased. 

The finding of diminishing levels of informa- 
tion processing in nonaccounting contexts 
caused accountants to consider the possibility of 
its occurrence in accounting contexts. Drawing 
upon Schroder et al.’s (1967.) work, accounting 
researchers loosely defined environmental com- 
plexity to mean information load. This definition 
allowed them to draw inferences about environ- 
mental complexity and human behavior by exa- 
mining the effects of information load on human 
information processing and decision making 
performance. Relevant accounting studies per- 
taining to these relationships are summarized in 
Table 1. 

The earliest studies, summarized in Section A 
of Table 1, were conceptual in nature. The basic 
issue examined in several of these studies was 
whether or not increases in accounting informa- 
tion load for both external and internal report- 
ing purposes could lead to information overload 
and a resultant reduction in users’ decision effec- 
tiveness (Ashton, 1974; Fertakis, 1969; Revsine, 
1970). In other studies researchers debated 
about whether or not information overload 
could be minimized if the curve defining the re- 
lationship between information load and an indi- 
vidual’s conceptual level could be raised ( Miller, 
1972; Miller & Gordon, 1975; Wilson, 1973). Fi- 
nally, Snowball (1979) described the forces that 
contribute to the tendency to increase account- 
ing information loads and assessed the possible 
impact of information overload in accounting 
contexts. In these studies the beginning point of 
information overload was the point where an in- 
dividual’s ability to process information reached 
its maximum. 


*Level of information processing has been labelled cognitive complexity or conceptual level in several accounting studies on 
information load. Although we use the researchers’ terms in describing their studies, level of information processing, 
cognitive complexity and conceptual level refer to the same phenomenon and, hence, are used interchangeably in this study. 


Study 


A. Conceptual 
Fertakis (1969) 


Revsine (1970) 


Miller (1972) 


Wilson (1973) , 


Ashton (1974) 


Miller & Gordon 


(1975) 


Snowball (1979) 


B. Empirical 
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TABLE 1. Accounting studies on the effects of accounting information load 


Focus 


Analysis of whether or not the provision 
of more accounting information will 
improve financial reporting for external 


purposes 


Implications of increased information 
load and diversity on the decision 
making effectiveness of users of external 
financtal statements. 


Elaboration of Revsine’s argument about 
the implication of increased information 
load on decision making effectiveness. 


Discussed Miller’s finding above. 


Possible dysfunctional behavioral 
impHcations of information overload 
in managerial accounting reports are 
suggested. 


Analysed the suggested relationship 
between differing conceputal levels 
and the processing of different 
infornration loads. 


Described the forces that contribute to 
the tendency to increase accounting 
information loads and assessed the 
possible impact of information overload 
in accounting contexts. 


Finding 


If the information needs.and processing capacities of 
external users are not considered in determining the 
quantity of accounting information to provide, the 
provision of more information could result in 
information overioad. 


Depending upon the amount and diversity of 
information currently available to users, empirical 
research is needed to determine whether or not 
information load increases could lead to information 
overload and a resultant reduction in users’ decision 
making effectiveness. 


The curve defining the relationship between an 
individual’s conceptual level and information load can 
be raised. This means that the higher an individual's 
conceptual levei, the more information the individual 
can process before information overload occurs. 


Miller’s finding not supported. Available empirical 
evidence indicates that despite differences in 
conceptual level, individuals experience information 
overioad at the same level of information load. 


More information may not, improve decision quality, 
but rather could result in reduced decision effective- 
ness. More timely, relevant and useful information 
should be provided in Heu of fust more information. 


A properly designed accounting information system 
can raise an individual’s conceptual level and, hence, 
the information load that can be processed. 


Unclear as to the relationships between information 


load, conceptual level and decision making 
effectiveness. 


1. Direct examination of information load and decision making performance. 


Casey (1980) 


Snowball (1980) 


Shields (1980) 


Examined the effects of variations 

in information load on the predictive 
accuracy and task time ofbank loan 
officers in predicting bankruptcy. 


Assessed the effects of information 
load on the confidence in and 
dispersion of predictions made from 
accounting reports. 

Studied the amount of information 

in a performance report and its effect 
on a manager's report analysis process. 


Officers with the heaviest information loads took longer 
and predicted no better than officers with lower 
information loads. The use of more time without an 
increase in predictive accuracy was interpreted as 
indicating the occurrence of information overload. 
Higher information loads tended to be associated with 
more confident and less varied predictions. 


Unclear as to the relationship between information 
load and the way managers and analyse performance 
reports, 
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TABLE 1. Accounting studies on the effects of accounting information load (continued) 


Study 


Shields (1983) 


Iselin (1988) 


Focus 


Determined the relationship between 
the supply of information in 
performance reports analysed by 
corporate managers with, first, the 
demand for information and then, 
judgment accuracy 


Examined the effects of information 
load and diversity on decision 
accuracy and decision time. 


Finding 


A direct association existed between the supply of and 
demand for information. Judgment accuracy was an 
inverted U-shaped function of the supply of information. 


Increases in information load were associated with less 
timely decisions. However, greater experience and 
learning resulted in increased decision accuracy and 
decreased decision time. 


2. Indirect examination of information load and decision making performance. 


Barefleld (1972) 


Abdel-khalik 
(1973) 


& 
Dickson (1974) 


Senn & Dickson 
(1977) 


Analysed the relationship between 
degree ofaggregation and number of 
data sources on decision making 
performance, 


Investigated the effects ofaccounting 
data aggregation on the quality of 
lending decisions made by bank loan 
officers. 


Assessed the effects of aggregated 


versus disaggregated data on decision - 


time and decision confidence. 


Determined the relationship between 
detailed and summary data on decision 


effectiveness. 


Benbasat & 
Dexter (1979) 


Examined the effect that degree of 
aggregation in accounting data and 

| peychological type of decision — 
maker had on decision 
effectiveness. 


Empirical accounting research has assessed 
the relationship between information load and 
decision making performance. In this research 
the relationship between information load (the 
independent variable) or other proxy variables 
for information load (e.g. aggregated versus dis- 
aggregated data) and the external variable (the 
dependent variable) of decision making per- 
formance (e.g. cost performance, decision qual- 
ity, decision time, decision confidence and 
search patterns in a variety of tasks) were 
examined. In these studies, information over- 


Subjects receiving disagrepated data performed more 
consistently and better than those receiving aggregated 
data. No significant effect was found between the 
number of data sources and decision making 
performance. 

Bank loan officers using detailed data made better 
decisions with respect to the analysis of marginal firms 
and took no longer to do so than loan officers using 
aggregated data. 

Aggregated data were associated with higher quality 
decisions, longer decision times, and lower decision 
confidence. 

No relationship was found between the use of detailed or 
summary data and cost performance or decision ` 
confidence: However, users of detailed data took longer 
to make decisions than users of summary data. 
Degree of aggregation was inversely associated with 
decision making time, but no assoctation was found with 
profit performance. However, the combination of degree 
ofaggregation and psychological type resulted ina 
positive association with profit performance but no 
association with decision making time. 


load was said to occur when increases in infor- 
mation: load did not improve user performance. 
These studies are divided into two groups. In the 
first group, summarized in Section B.1 of Table 1, 
the relationship between information load and 
decision making performance was examined di- 
rectly (Casey, 1980; Iselin, 1988; Shields, 1980, 
1983; Snowball, 1980). In the second group, 
summarized in Section B.2 of Table 1, informa- 
tion load was examined indirectly through the 
use of possible proxy variables for information 


load such as aggregated versus disaggregated 
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data (Abdel-khalik, 1973; Barefield, 1972; Ben- 
basat & Dexter, 1979; Chervany & Dickson, 
1974; Senn & Dickson, 1977). 

In the above research, information overload 
was examined primarily from a cognitive or 
psychological perspective and at the individual 
level of analysis.’ The thrust of the research was 
to try to learn about the psychological charac- 
teristics of accounting system users in order to 


fit them with accounting systems useful for deci- ° 


sion making purposes. However, as noted earl- 
ier, the concept of information overload has not 
been defined precisely (Ashton, 1974; Casey, 
1980; Libby & Lewis, 1982; Snowball, 1979). We 
believe that to obtain a more precise definition 
requires complementing previous psycholog- 
ical analyses of information overload with one 
from an organizational perspective. 


INFORMATION OVERLOAD 
Definition 


The information processing approach to or- 
ganization design provides the framework for 
the conceptual and cperational analysis pre- 
sented in this paper (Galbraith, 1973, 1977). 
This approach to organizational design has 
gained adherents and is utilized here because it 
conceptualizes uncertainty in information pro- 
cessing terms. According to Thompson (1967, 
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p.13) “the central problem for complex organi- 
zations is one of coping with uncertainty”. Un- 
certainty is reduced through information. Thus, 
by viewing uncertainty in terms of the difference 
between the amount of information an organiza- 
tion needs to possess for task performance and 
the amount it does possess (Galbraith, 1973; 
Tushman & Nadler, 1978), the uncertainty cop- 
ing problem is considered in information pro- 
cessing terms.* Specifically, the central problem 
for organizations becomes one of determining 
how to organize to process the information that 
confronts its members (Simon, 1976). 

The information processing approach con- 
ceptualizes work, including organizing to per- 
form work, in terms of information load (IL) and 
information processing capacity (IPC). All work, 
whether it is analysing financial statements, driv- 
ing a truck, or masterminding a leveraged buy- 
out, requires information processing. In this lit- 
erature, the amount of data to be processed per 
unit of time is generally conceived as the infor- 
mation load accompanying that work. Informa- 
tion load is determined by such factors as the 
predictability, complexity, and interdepen- 
dence of one’s work with that of others and the 
level of required performance (Galbraith, 1973; 
Poole, 1978; Tushman & Nadler, 1978). Infor- 
mation processing capacity comprises an organi- 
zation’s ability to perform information proces- 
sing activities such as the collection, processing 
and use of information. The IPC of an organiza- 
tion is determined largely by that organization’s 


*Other studies in the accounting literature have concentrated on examining whether personality characteristics (the 
independent variable), such as tolerance for ambiguity and decision style, or other variables (e.g. presentation media) were 
associated with a preference for different types or quantities of information (the dependent variable ). Thus, the focus of those 
studies was not on determining how much information an individual could process before information overload occurred. 
Rather, the focus was on linking personality traits and other variables to a desire for more or less information. Hence, the 
studies falling into this grouping are not relevant to this paper. Examples of this type of research are Benbasat & Taylor 
(1978), Dermer (1973), Driver & Mock (1975), McGhee et al. (1978), Mock & Vasarhelyi (1984) and Vasarhelyi (1977). 


“We are aware that there is a vertical, spatial dimension to uncertainty in that top management, middle management, and 
operational personnel face different types of uncertainty. This vertical aspect of uncertainty has been captured by Mackenzie 
(1986b) in his ninelevel “hierarchy of independence uncertainty” (p. 631) and by Daft & Lengel (1984, 1986) in their 
attribution of “equivocality” to the type of uncertainty faced by top-management (e.g. chcices about lines of business to be 
in and products to handle). Although this vertical dimension of uncertainty should affect the type of information desired at 
different levels, uncertainty at each level would still be defined as the difference between the amount of information that 


people need versus what they possess. Thus, the spatial dimension ultimately is recorded in our model through the demands 
on an individual's time. 
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structure, which is the network of relationships 
or pattern of interactions that occur between or- 
ganizational members (Mackenzie, 1976). Thus, 
the primary design problem becomes one of 
how the organization should arrange its mem- 
bers to manage the frequency and duration of 
the interactions they have with each other and 
those outside the organization (Mackenzie, 
1986a). Indeed, the ability of organizations to 
match work related information loads with their 
IPC has been put forth as a measure of organiza- 
tional effectiveness (Daft & Lengel, 1984, 1986; 
Galbraith, 1973; Gordon et al, 1984; Tushman 
& Nadler, 1978). 

The utility of the information processing ap- 
proach in analysing organizational phenomena is 
illustrated by Mackenzie (1974) in his informa- 
tion processing analysis of span of control. In his 
model, which is the precursor of our definition 
of information overload, Mackenzie defined 
span of control as the number of subordinates 
with whom a person interacts. This number is 
determined only after accounting for all the in- 
teractions managers have with peers, subordi- 


nates, supervisors and individuals external to the. 


organization. Thus, span of control was not de- 
fined in terms of control type activities, but 
rather was determined from a person’s informa- 
tion processing capability (i.e. capacity) for in- 
teractions. Mackenzie made his model opera- 
tional by using time as a common measuring 
unit. IPC was represented by a time norm, which 
was the amount of time an individual had to ac- 
complish a task. Fhis time norm is determined 
by the group or organization in which the indi- 
vidual works. The norm is set in light of the task 
complexity and the individual’s experience with 
the task.’ The individual uses the time norm to 
interact with supervisors, colleagues, subordi- 
nates and others who are involved in finding sol- 
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utions to the problems. S/he also uses this time 
for planning, problem finding, problem solving, 
solution implementation, review, etc., which . 
Mackenzie calls internal calculation activities. 
Any residual time left over to handle emergen- 
cies or contingencies is considered excess 
capacity (slack) by Mackenzie. Thus, whether an 
individual is operating below, or at her/his 
maximum span of control is determined by 
whether the time norm set for the task (IPC) ex- 
ceeds, or is equal to, the actual time required to 
process the information load resulting from the 
sun of interactions, internal calculations and 
emergencies. By defining span of control in this 
way, Mackenzie was able to conceptualize it as 
varying with any situation and individual and yet 
still be measurable. 

As noted above, our notion of information 
overload is derived from Mackenzie’s (1974) 
span of control concept. Conceptually, informa- 
tion load can be measured by the information 
processing demands on an individual’s actual 
time to interact with others and perform internal 
calculations.® Our concept of information load 
expands upon more traditional concepts by 
broadening information load to include the in- 
teractions that people have with each other as 
well as the processing of nonaccounting infor- 
mation. (A more extensive discussion of the con- 
trasts between ours and previous concepts of in- 
formation load will be presented in the concep- 
tual departure section. ) Interactions with super- 
visors, colleagues, subordinates, clients, legisla- 
tive aides, consultants, etc., all require informa- 
tion processing time. Internal calculation ac- 
tivities, such as thinking, reading, planning, 
problem finding, problem solving, implementa- 
tion and review also require information proces- 
sing time. IL (ie. information processing 
demands on time) varies across individuals 


*Williamson (1970, pp. 37—38) also considered experience in developing his span of control model. In his model, firm 


experience was operationalized in terms of a firm’s age. 


“Internal calculations are equivalent to an individual’s level of information processing, conceptual level, or cognitive 
complexity which were the terms used in previous research on information overload (e.g. Casey, 1980; Miller & Gordon, 


1975; Revsine, 1970; Schroder et al, 1967). 


INPORMATION OVERLOAD 


because of individual, task or technological,’ en- 
vironmental and informational differences. 
These differences affect the way individuals 
would use their time for interactions and inter- 
nal calculations if they were free from organiza- 
tional constraints. However, other constraints, 
such as distribution of power, leadership style, 
intentional generation of overwhelming infor- 
mation loads, and culture also affect how indi- 
viduals use their time and thus information load. 
The amount of time or capacity an individual 
has to process information (i.e. IPC) for interac- 
tions and internal calculations related to his or 
her work is in part determined by the organiza- 
tion. The organization determines the number of 
days an individual has to complete a task (e.g. 
submit a budget, make the product, do the 
audit), in essence, setting time deadlines. The or- 
ganization also indirectly affects the number of 
hours per day an individual can work ona task by 
determining the number of tasks an individual is 
expected to do in any given period. The organi- 


zation will, or should, set the time allotted for- 


processing information based upon the com- 
plexities of the task, an individual’s perceived 
abilities, and his/her prior work experience with 
the task. However, the individual legitimates the 
time norm by determining the maximum num- 
ber of hours per day as well as the number of 
days (e.g. weekends) that he or she is normally 
willing to work. The maximum number of hours 
depends upon such factors as the job itself, 
higher level manager’s expectations about job 
performance, expectations about job perform- 
ance by peers and subordinates, the monetary 
value of work time and external demands. These 
factors are assumed to be reflected in an indi- 
vidual’s ambition or desire to have career suc- 
cess. As Farace et al (1977, p.107) suggested, 
“the greater the individual’s perception that in- 
creased communication processing is instru- 
mental in retaining his or her position, or ad- 
vancing in the organization, the greater the pro- 
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cessing that will occur.” Thus, ambition or desire 
for career success influences the maximum 
amount of time an individual is willing to work. 

The assumption that an individual’s maximum 
IPC for a particular task is legitimated by the in- 
dividual working on the task is based upon the 
supposition that authority is legitimated by an 
individual’s willingness to accept it (Barnard, 
1968; Simon, 1976). This is an important as- 
sumption because it means that information 
overload is determined in part by the indi- 
vidual’s opinion about the reasonableness of the 
time norm allotted for processing information. 
Variations in opinion across individuals make 
differences in individual processing capacities 
operational. These differences have been 
suggested by both Farace et al (1977) and 
O’Reilly (1980) as causing information overload 
to vary across individuals. For example, suppose 
two individuals each work eight hours a day and 
have equal demands on their time. The demands 
increase. The only allowable alternative to meet 
the increased demands is to work overtime, 
which is equivalent to increasing IPC. The first 
person willingly works the overtime to get the 
task done. The second person does not. The first 
person has increased his/her supply of time to 
meet the new demands on time. For the second 
person, the new demands on time exeed his/her 
supply of time. By our conceptualization, the 
first person is not overloaded, while the second 
person is. 

To summarize, time is used to measure an in- 
dividual’s information load so that the informa- 
tion processing demands placed upon an indi- 
vidual’s time is equivalent to his or her informa- 
tion load. The number and nature of the 
demands are measured by the actual time for in- 
teractions and internal calculations an individual 
requires to complete his/her assigned tasks. The 
time norm represents the supply or capacity of 
time that individuals have available to ac- 
complish their work related tasks. Thus, infor- 


7Conceptually, task and technology could represent different phenomena. For example, task could represent the ends to be 
accomplished and technology the means used for task accomplishment. However, in recent research no distinction appears 
to be made between task and technology. Thus, we use the terms interchangeably following the practice of Ginzberg (1980), 


Macintosh (1981), and Tushman & Nadler (1978). 
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mation overload occurs for an individual when 
the information processing demands on time 
(IL) to perform interactions and internal calcula- 
tions exceed the supply or capacity of time avail- 
able (IPC) for such processing.® Given that we 
define the work an individual carries out within 
an organization in terms of her (his) information 
processing activities, it should not be surprising 
that our definition of information overload is 
similar to definitions proposed for communica- 
tion overload (Farace et al, 1977), role overload 
(Froggatt & Cotton, 1987; Sales, 1970), work 
overload (Shaw & Weekly, 1985), and stress 
(Weick, 1983). 


Conceptual departures 

The relationship between time and informa- 
tion load has been recognized in the literature. 
For example, individual’s may be able to develop 
improved ways of thinking over time, thus allow- 
ing them to process greater information loads 
(Miller, 1972; Miller & Gordon, 1975; Schroder 
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et al, 1967). Time also has been used as a unit of 
measurement to define information load (i.e. 
quantity of information to be processed per unit 
of time) (American Accounting Association, 
1977; Wright, 1974) or to manipulate the con- 
struct experimentally (Snowball, 1980). Finally, 
time has been used as a measure of decision mak- 
ing performance (Abdel-khalik, 1973; Casey, 
1980; Iselin, 1988). Nevertheless, our use of 
time is different, which leads to several funda- 
mental contrasts between the work contained 
herein and most previous research on the sub- 
ject. The contrasts are discussed below. 

First, we equate task related demands on infor- 
mation processing time with information load. 
This allows an extension of the conventional ac- 
counting view of information load to more var- 
ied and diverse information processing type ac- 
tivities and to nonaccounting information. In the 
accounting studies cited earlier in the literature 
review section, individuals were asked to pro- 
cess accounting type information that they were 
given initially or later in response to their re- 


SOur definition of information overload can be expressed algebraically as: IL > IPC, where 
IL = actual time required by individual P to process information, 


m ' 1 r 
=2PFRs + $p + EFR + XFyoRy + 1, 
fs ces cs ce 


IPC = capacity of individual P to process information, and 


Fs, 


Fo, 


k 


= frequency of interactions between individual P and /* supervisor (4 = 1, ..., m). 
= frequency of interactions between, individual P and j® colleague (f = 1, .., 71). 


Fa, = frequency of interactions between individual P and k® subordinate (k = 1, .., 1). 


Foy = frequency of interactions between individual P and w” outsider to the organization (w =-1, ..,r). 


Rs, 


= average information processing time required for cach interaction between individual P and f* supervisor. 


Re, = average information processing time required for each interaction between individual P and J” colleague. 


Ry, 


= average information processing time required for cach interaction between individual P and K® subordinate. 


Ro, = average information processing time required for each interaction between individual P and the w” organizational outsider. 


ł = internal calculation time required by individual P for information processing. 
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quests for more information. In these studies in- 
formation load referred to the information pro- 
cessing associated with the accounting informa- 
tion received. However, in some situations infor- 
mation desired by individuals may not be sys- 
tematically collected and processed by the ac- 
counting system and that which is collected may 
be perceived as untimely, ambiguous, incom- 
plete and/or wrong (Gordon et al, 1979; 
Mintzberg, 1975b). Judgments individuals make 
about the adequacy and relevance of provided 
information and about the need for and sources 
of additional information require continual in- 
formation processing. Thus, our view of informa- 
tion load refers not only to the analysis, evalua- 
tion and interpretation of readily available infor- 
mation, but also to the information processing 
associated with both the decision to search for 
more information and the information search 
process itself. 

Second, information is explicitly considered 
in general terms. In our view, information is all 
inputs that people process to gain understanding 
(Driver & Streufert, 1969). Of course, one such 
input is accounting information, such as external 
written financial information. Individuals might 
use this type of information to make investment 
and lending type decisions and financial predic- 
tions such as were the subject of several of the 
earlier cited accounting studies (e.g. Abdel- 
khalik, 1973; Snowball, 1980; Shields, 1983; Ise- 
lin, 1988). However, all explicit and implicit 
communication, such as orders, requests, casual 
conversation, metaphors, pictures, touch and 
tone of voice that individuals receive from any 
source are also inputs of information. These 
communications may be transmitted in writing, 
such as by memos, reports or personal notes; 
verbally, such as face to face, in meetings and by 
telephone; and visually through inferences 
about office settings and body language (Farace 
et al, 1977; McCasky, 1979). This broader con- 
cept of information manifests itself in increased 
information load which is recorded in our model 
as an increase in the information processing 
demands on time. 

Third, most previous researchers, especially 
accounting researchers, have sought to deter- 


207 


mine the relationships among different levels of 
information load and decision making (i.e. level 
of information processing). As a result, the mar- 
ginal productivity of increased information load 
often has been examined rather than informa- 
tion overload (a related, but not identical con- 
cept). Although persons may process more in- 
formation or take more time than is optimal to 
make correct decisions, this by itself does not 
imply the occurrence of information overload 
according to our definition. Indeed, having the 
capacity or time available to process these extra 
amounts of information are strong indications 
that information overload has not occurred. 

The marginal productivity idea also can be 
carried further to disentangle the concept of in- 
formation overload from information value as re- 
commended by Iselin (1988). For example, sup- 
pose the cost of collecting addifional informa- 
tion is negligible and an individual or group has 
more information processing time for interac- 
tions and internal calculations than is required 
(i.e. IPC > IL). Then it may take minimal benefits 
to justify the collection and processing of addi- 
tional information (i.e. the opportunity cost of 
the extra supply of time may be close to zero). 
However, for an overloaded individual (i.e. IL > 
IPC), the major cost associated with obtaining 
more information may be the opportunity cost 
of the information ignored. In other words, at 
the point of overload, a choice must be made as 
to which information is not going to be gathered 
and/or processed, In such situations, a filtering 
rule becomes critical. In essence, information 
value may be conditional on the occurrence or 
nonoccurrence of information overload. Ac- 
cordingly, decoupling the two concepts has op- 
erational merit. 

A fourth difference between the work con- 
tained herein and the earlier research on infor- 
mation overload is that in this paper no attempt 
is made to identify the factors associated with 
the way individuals combine and use informa- 
tion to make decisions. The number of, and in- 
teractions between, factors cited earlier (i.e. in- 
dividual, task and informational differences, en- 
vironmental demands, organizational con- 
straints ) create difficulties in making them oper- 
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ational. Further, the possibility exists that the ef- 
fects of these factors are not uniform across diffe- 
rent levels (or tasks) within an organization or 
across individuals. When these operational diff- 
iculties and nonuniform effects are combined 
with the likelihood that these factors or their ef- 
fects are always in a state of flux, it becomes ap- 
parent that the task of developing a causal under- 


standing of information processing in organiza- 


tions is formidable. Consequently, we take those 
factors that affect an individual’s information 
processing strategies as given and seek to deter- 
mine the relationship between an individual’s 
level of information processing and the actual 
decision time required for task completion. In 
essence, we are concerned with the ends of in- 
formation processing activities and the relation- 
ship between an individual’s level of information 
processing (i.e. means) with those ends. Thus, 
individuals who are overloaded according to the 
line of research based on Schroder et al (1967) 
and, hence, resort to simplifying information 
processing strategies may not be overloaded ac- 
cording to our definition. Because we assume in- 
formation overload occurs when the actual in- 
formation processing time for work completion 
exceeds the allotted time, individuals who use 
simplifying strategies to complete their work 
competently within the specified, accepted time 
deadlines would not be overloaded. 

A fifth important way that our work departs 
from previous efforts is in the recognition that 
information overload has organizational struc- 
ture determinants in addition to psychological 
ones. All organizational information processing 
minimally encompasses the following elements: 
(1) issues to be decided upon; (2) individuals 
with different values, personalities, expertise 
and powers of persuasion; (3) the nature of rela- 
tionships between individuals as determined by 
such organizational factors as the distribution of 
authority and power, culture, the performance 
measurement and reward system utilized and 
the content, frequency, duration and intensity of 
verbal or written contacts; (4) the specification 
of appropriate information processing proce- 
dures; and (5) information. The integration of 
these elements: has structural consequences in 
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that they determine the interaction patterns that 
organizational members have with each other 
and those outside the organization. These pat- 
terns are measured in our model by the informa- 
tion processing interaction demands on time. By 
affecting the other information processing ele- 
ments, the provision or nonprovision of informa- 
tion can modify the interaction patterns that 
occur within an organization. Thus, information 
providers ‘(including accountants) appear to be 
in a pivotal position to affect the occurrence of 
information overload by contributing to or re- 


‘stricting the information processing demands on 


time for interactions. This position may account 
for Ashton’s (1974, p. 40) opinion that “a major 
portion of the responsibility for alleviating infor- 
mation overload problems must rest with the ac- 
counting function of the organization.” Accord- 
ingly, accountants should strive to develop mod- 
els or concepts of information overload that, in 
addition to psychological variables, consider or- 
ganizational variables, as has been done in this 
paper, and which is recommended by several re- 
searchers (Libby & Lewis, 1982; O'Reilly, 1980; 


-Winkler & Murphy, 1973). 


The sixth, and final, way our work differs from 
other research in the area is that it highlights the 


‘importance of time in managing an organization 


and linking the information processing activities 
of many people working together to solve in- 
terdependent problems. At its most fundamental 
level, the acquisition and use of human re- 
sources can be viewed as involving the leasing of 
an individual’s time for the performance of 
specific organizational work. To the extent that 
much work is interdependent and requires joint 
effort and because time is additive across indi- 
viduals (i.e. the demands on, and the supply of, 
time for-any sized group of individuals can be 
found by totalling across individuals in the 
group), time ties together an organization's 
parts. Thus, our definition permits information 
overload to be determined for any sized group. 
At a group or organization level, information 
overload occurs when the actual information 
processing time for interactions and internal cal- 
culations required by all individuals involved in 
particular organizational tasks (ie. IL) exceeds 


INFORMATION OVERLOAD 


the collective time norm of these individuals for 
the performance of such tasks (i.e. IPC). With 
this definition, not all individuals have to be 
overloaded for information overload to occur 
for an organizational unit.? This situation may 
occur when some individuals have the capacity, 
but are not authorized to do the work. Con- 
versely, information overload may not occur for 
the organizational unit as a whole, but still hap- 
pen for individuals. For example, suppose a 
bottleneck in the work flow occurred because 
subordinates strategically overloaded the hierar- 
chy in order to get their recommendations ac- 
cepted or be delegated the right to make deci- 
sions, as was described by Stockman (1986). 
From the individual level of analysis, information 
overload would be a problem. However, if the 
unit had more time to perform the task than was 
required, the unit would have sufficient capacity 
for task performance. It would not be over- 
loaded according to our definition. At the group 
level of analysis, inadequate task performance 
(i.e. a bottleneck) may result from an inadequate 
division of labor or a failure to delegate rather 
than from the existence of information overload. 
Hence, our definition allows the occurrence of 
information overload to be measured conceptu- 
ally at the group or organizational level of anaty- 
sis in addition to the individual level. Further, 
because the proposed definition links the pas- 
sage of time to organizational information pro- 
cessing activities, the definition is appropriate 
for modeling dynamic processes (e.g. produc- 
tion). 

The need to examine how groups of people 
working together process information has been 
noted by several researchers (Connolly, 1977; 
Hopwood, 1978; Macintosh, 1985; Mackenzie, 
1976; O'Reilly, 1980; Spicer & Ballew, 1983; 
Ungson et al, 1981). Because we define infor- 
mation load and information processing capac- 
ity in terms of time, our definition of information 
overload provides a framework for analysing the 
information processing activities of groups by 
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observing how their time in organizations is 
managed. That the effective management of time 
is the hallmark of successful organizations has 
been recognized recently by Stalk, Jr (1988, p. 
41) who calls “time — the next source of com- 
petitive advantage”. 


SUPPORTING EVIDENCE 


Organizations engage in many endeavors to 
improve their operational efficiency. Fre- 
quently, the specific impetus for many of these 
efforts is unknown. Nevertheless, many organi- 
zational practices are consistent with an in- 
terpretation that they are attempts to lessen the 
likelihood that information overload will occur, 
as is discussed in the next two subsections. 

As indicated previously, our definition of in- 
formation overload is based on the notion that 
the time norm or capacity for processing infor- 
mation is expended on the interactions individu- 
als have with their colleagues, superiors, subor- 
dinates, and relevant external outsiders and on 
the internal calculations people perform. 
Because time links IL with IPC, we can analyse 
certain actions in organizations in terms of their 
effects on interactions and internal calculations. 
This allows us to identify two generic strategies, 
and various actions within each strategy, that or- 
ganizations use to avoid information overload. 
The first strategy takes the total supply of time 
(i.e. available capacity) as fixed, and decreases 
the actual time individuals spend processing in- 
formation related to interactions and/or internal 
calculations (Le. decrease IL). The second ex- 
pands the total supply of time or capacity, hold- 
ing IL as fixed, thereby increasing the actual time 
available for interactions and/or internal calcula- 
tions (i.e. increase IPC). As will become obvious, 
various combinations of these two strategies can 
be implemented simultaneously. These two 
generic strategies, which are illustrated in Fig. 1, 
provide conceptual guidance for our analysis of 


*In terms of Williamson’s (1970) work, an analogy can be made with respect to this point in that the need to move from one 
organizational form to another due to control loss does not imply control loss for all subunits within the original 


organizational form. 
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INFORMATION OVERLOAD 


the existing empirically based literature on ways 
to reduce information overload. 

The strategies depicted in Fig. 1 serve both a 
descriptive and prescriptive purpose. Descrip- 
tively, they represent a classification scheme of 
actions consistent with efforts to reduce infor- 
mation overload that have been reported in em- 
pirical studies or those based on observational 
data.'° Prescriptively, to the extent these actions 
were successful, they represent techniques for 
reducing information overload. 


Decrease information processing related to 
interaction and internal calculation time 
(Le. decrease IL) 

Two groups of actions are possible to de- 
crease the information processing time required 
for interactions and internal calculations (i.e. de- 
crease IL). The first group helps individuals use 
their time more efficiently. The second reduces 
the number of tasks individuals perform. Al- 
though each action can be viewed as an alterna- 
tive to any other, various combinations of 
actions can be used concurrently to decrease IL. 
A discussion of these groups of actions follows. 


More efficient use of time. One way to en- 
hance information processing efficiency is 
through structural change, such as the creation 
of self contained tasks (Galbraith, 1973 ).. Struc- 
tural change (e.g. moving from a functional to a 
divisional organizational form) impedes infor- 
mation overload by subdividing large interde- 
pendent problems and large integrated units 
into smaller independent subproblems and 
smaller, more independent subunits. The effects 
of this change are to allow decisions to be made 
where the information exists and to reduce 
coordination requirements associated with joint 
decision making, The result is that fewer and 
shorter interactions and internal calculations ac- 
ross hierarchical levels are required since IL for 
decision making is not transmitted up the hierar- 
chy. Additionally, the frequency and length ofin- 
teractions and internal calculations may be re- 
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_duced for coordination requirements. Studies by 


Chandler (1962), Davis & Olson (1985), Mac- 
kenzie (1986a) and Peters & Waterman (1982) 
show that structural solutions decrease informa- 
tion processing related to interaction and inter- 
nal calculation time because they reduce the fre- 
quency and duration of certain types of interac- 
tion patterns and internal calculations. 

A second way organizations can help individu- 
als use their time more efficiently is to establish 
standard operating procedures for recurring ac- 
tivities (Cyert & March, 1963; Tuggle, 1978). 
Standard operating procedures reduce both the 
number and importance of each interaction by 
specifying how problems are to be solved and 
setting down rules for allowable interactions. As 
a result, information processing time related to 
interactions is reduced. In addition, standard 
operating procedures permit similar problems 
or Situations to be met with similar responses or 
reactions automatically. This reduces the infor- 
mation processing time needed for thought (i.e. 
internal calculations) because the need to re- 
think what actions should be taken for familiar 
problems is eliminated. In essence, standard 
operating procedures reduce information load 
by decreasing the per cent of information pro- 
cessing time individuals spend on routine tasks. 
These points are illustrated by Merchant (1984) 
and Robey (1981). Merchant reported that with 
more impersonal administrative controls (i.e. 
standard operating procedures) and standar- 
dized information flows in budgeting, managers 
had fewer interactions with their subordinates. 
Robey found that the use of standard operating 
procedures accompanying the introduction ofa 
new computer system allowed upper level man- 
agers to monitor sales performance through au- 
tomated reports rather than by personal supervi- 
sion. Substituting impersonal control for direct 
supervision resulted in fewer superordinate—_ 
subordinate interactions. Greater standardiza- 
tion also increased the clarity of the budgeting 
process for lower level managers, decreasing 
their number of internal calculations. It should 
be noted, however, that the introduction of new 


‘although the actions discussed may not be all inclusive, we believe they provide a representative list. 
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standard operating procedures could increase 
the amount of time individuals initially require 
for information processing (i.e. interactions and 
internal calculations) (Gordon et al, 1984). 
That is, standard operating procedures that are 
general in nature or necessitate the collection 
and use of new data or the performance of new 
activities may require additional learning time 
before their application could reduce interac- 
tion and internal calculation times. 

Training programs constitute a third means to 
use information processing time more effi- 
ciently. Effective training programs can help in- 
dividuals become familiar with new tasks, sys- 
tems, problem solving procedures and interper- 
sonal skills, thereby reducing the need and, 
hence, the information processing time required 
for interactions. and internal calculations. 
Nowhere has the effectiveness of training been 
more evident than in the implementation of new 
technologically based information systems. 
Studies by Davis & Olson (1985), Gordon et al 
(1984), Keen & Scott-Morton (1978), and 
Moore & Chang (1983) have illustrated the 
value of training in limiting the occurrence of 
overload situations that may arise from the intro- 
duction of new information systems. Ashkenas & 
Schaffer (1982), Ferner (1980), Mackenzie 
(1975), and Oncken & Wass (1974) also have 
shown that learning how to use time more eff- 
ciently decreases the demands on information 
processing time (i.e. decreases IL). 

The use of computer-based information sys- 
tems is a fourth way to decrease the information 
processing time associated with interactions and 
internal calculations. Computers reduce the 
time needed for internal calculations by permit- 


ting individuals to process information more’ 


quickly. More time is available for other pur- 
poses or for processing additional information. 
Studies by Klatzky (1970) and McFarlan et al 
(1983), among others, illustrate this point. 
Klatzky (1970) noted that use of the computer 
for routine decision making (e.g. an EOQ model 
for inventory planning) increased the capability 
of lower and middle level managers to handle 
nonroutine decisions. McFarlan et al (1983) ob- 
served that without computer related assistance, 
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individuals in financial institutions would be 
buried in an avalanche of paper. However, com- 
puter usage is not without peril. The use of com- 
puters often brings about an environment where 
excessive amounts of information are gathered 
and processed. More internal calculations are re- 
quired and, quite possibly, more interactions as 
well. Indeed, cries of information overload often 
accompany the early stages of implementing 
computer-based information systems. 

Fifth, the establishment of priorities can result 
in a more efficient use of information processing 
time. Priority setting identifies tasks and ac- 
tivities according to whether they are critical, 
less critical but essential or can be eliminated. 
Thus, priority setting can help focus the expen- 
diture of interaction and internal calculation 
time on essential activities, while minimizing the 
time spent on less important or nonessential ac- 
tivities. Simons’ (1988) description of how top 
managers use One or two management control 
systems to identify and emphasize the impor- 
tance of certain activities and Chevron Corp’s re- 
sponse to declining profitability by “cutting 
down on useless time and things that were just 
nice to do but not really necessary” (Bennett, 
1986, p. 27) illustrate this approach. In addition, 
Simons (1988) describes how businesses under- 
going major change consciously labor under 
high information loads in order to establish 
priorities about what is important. In these 
businesses top managers want information from 
all their management control systems (e.g. busi- 
ness budgeting, human development) to learn 
what is going on and to decide what to do. How- 
ever, their requests for information and their 
personal involvement in employees’ decisions 
create, in a relatively short period of time, 
enormous informational demands on 
employees. The result is “information overload” 
and the attendant behavioral consequences of 
“stress... superficial analysis, a lack of perspective 
and potential paralysis” (p. 30). Hence, informa- 
tion overload forces top managers to establish 
priorities that signal both the work they con- 
sider important and the ways subordinates 
should use their time to accomplish that work. 

The choice of communication media consti- 
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tutes the sixth, and final, method that individuals 
can employ to use information processing time 
more efficiently (Daft & Lengel, 1986; Daft et ai, 
1987). Communication media vary in the infor- 
mation contact they potentially can convey to 
individuals. Some media (e.g. face to face) have 
the capability to communicate considerable in- 
formation in short periods of time. Others (e.g. 
bulletins) often disseminate little information. 
Thus, it becomes important for individuals to 
select media that convey information necessary 
for processing their work related IL. For 
example, suppose a subunit faces high IL. Having 
a face to face group meeting allows for the rapid 
occurrence and instant interpretation of multi- 
ple interactions and internal calculations as- 
sociated with processing the IL. In contrast, di- 
viding the group into subgroups and sequen- 
tially meeting over time or using written docu- 
ments (e.g. memos) substantially increases the 
interaction and internal calculation times 
needed to process the IL. This example may exp- 
lain why many managers prefer verbal to written 
media (Mintzberg, 1975a). Simply stated, they 
process more information in less time. 


Fewer tasks to perform. The second group of 
actions, which decrease information processing 
related to interaction and internal calculation 
time, do so by reducing the number of tasks to be 
performed. One way to accomplish this is by 
using simpler information processing strategies. 
Individuals who use simplifying strategies are 
likely to require fewer and shorter reports; 
gather less data; analyse, evaluate, and interpret 
fewer dimensions, attributes and variables; and 
use simpler rules to combine data into a deci- 
sion. AS a result, required internal calculations 
are less arduous, although often less complete, 
than those associated with more complex ap- 
proaches to information processing. For 
example, simplifying strategies may help to exp- 
lain why the payback method is frequently used 
in making capital budgeting decisions despite its 
theoretical deficiencies. 

A second way to lessen information process- 


ing related demands on time for interactions and , 


internal calculations is to reduce desired per- 
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formance levels. Reduction in performance 
levels results in less work being performed 
because existing levels of resources are used less 
intensively. The notion that information 
processing time requirements for interactions 
and internal calculations decrease when existing 
resources are used less intensively is supported 
by Gordon et al (1984). They argue that a less 
intense use of existing resources “such as under- 
utilized capacity, long production and delivery 
times, and large inventory levels reduce per- 
formance standards by decreasing interdepen- 
dencies between subunits, thereby lessening the 
need for tight coordination...” (p. 115). In es- 
sence, lower performance standards reduce the 
pressure to complete work within a certain 
period of time. This lessens the need for frequent 
and lengthy interactions and more difficult inter- 
nal calculations, thereby decreasing the 
demands on information processing time (Le. 
IL). 


Increased availability of time for interactions 
and internal calculations (ie. increase IPC) 

In the previous sections strategies to reduce 
the occurrence of information overload focused 
on decreasing the actual information processing 
time individuals spend on interactions or inter- 
nal calculations. However, its occurrence also 
can be limited through strategies that increase 
the time available to organizations for interac- 
tions and internal calculations (Le. increase 
IPC). Two groups of actions are possible. The 
first seeks to increase the time each individual 
has available for interactions and internal calcu- 
lations. The second expands the size of the work- 


‘force. Although each can be viewed as an alter- 


native to the other, various combinations of 


‘actions can be employed concurrently to in- 


crease an organization’s IPC. These strategies are 
discussed below. 


More time available per employee. The first 
way to make more information processing time 
available to each employee is to simply allow 
more time for employees to do their work. Em- 
pirical support for this approach to avoiding 
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overload is well documented in the literature. 
For example, the literature on organizational 
change (often called organizational develop- 
ment ) has long argued the importance of provid- 
ing ample time for the introduction of a new or- 
ganizational structure or system (Ives & Olson, 
1984; Markus, 1983). The literature on compu- 
ter-based information systems, accounting sys- 
tems and budgetary systems have all made simi- 
lar points concerning the implementation of 
new systems (Argyris, 1977; Greiner, 1972; 
Keen & Scott-Morton, 1978; Nolan, 1979). 

A second way to increase the information pro- 
cessing time available to each employee is to get 
current employees to work longer hours. A po- 
tentially effective short term solution is to ask 
them to work overtime. The use of overtime is 
quite common when one’s work takes place 
under stringent time deadlines. Another means 
may be to provide key employees with home 
computer terminals (Daft ef al, 1987). These 
units would allow them to extend their regular 
work day by working extra hours at home. A 
longer term approach, as suggested by Gordon 
et al. (1984, p. 115), is to offer incentives to 
employees “to encourage them to extend what 
they consider to be their normal work time”. If 
we recall that the individual legitimates the time 
norm allotted for work, then the use of incentive 
plans can play an important role in increasing 
the information processing time that individuals 
have available for interactions and internal cal- 
culations. Indeed, many articles on incentive 
plans, that stem from the economic based 


agency theory paradigm, show that the use of in-. 


centive contracts can increase the effort ex- 
pended by agents in the performance of their 
work (Lambert & Larcker, 1985; Waller & 
Chow, 1985).!! 


Expand size of workforce. The second group 
of actions increase the information processing 
time available to an organization for interactions 
and internal calculations by expanding the size 
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of the workforce. If the information processing 
supply of time needs to be increased for a rela- 
tively short period, then temporary help can be 
hired. However, hiring temporary help also may 
increase the information processing demands on 
time. Figuring out what these new employees 
should do, instructing them to do it, evaluating 
their performance, and being ready to answer 
their questions will result in some nonproduc- 
tive time for new employees and increased in- 
teraction and internal calculation times for some 
current employees. Nevertheless, because tem- 
porary personnel typically perform work that is 
relatively easy to learn, the increased availability 
of time should be more than the demands on that 
time for interactions and internal calculations. 
Employing temporary help to increase the time 
available for information processing is success- 
fully used in the retailing industry in response to 
seasonal variations in sales, such as occur during 
the Christmas selling season. A longer term ap- 
proach to expanding the information processing 
time supply is to hire additional full time 
employees. Long term increases in the time sup- 
ply are required when IL increase because of 
long term growth trends in the demand for an or- 
ganization’s goods and services. As long as the in- 
crease in available time is not offset by as large an 
increase in the information processing time re- 
quired for interactions and internal calculations, 
the addition of new full time employees is an ap- 
propriate way to increase the available time. 


IMPLICATIONS AND CONCLUSION 


This paper began by suggesting that informa- 
tion overload is an important problem that 
needed to be specified more precisely. Drawing 
upon the information processing approach to or- 
ganization design, the concept of time was 
applied to an analysis of information overload. 
Time was conceptualized as a measure of infor- 
mation processing capacity (IPC) and as a mea- 


"A primary focus of this research is directed at deriving optimal incentive plans and thus is more in line with research on 
information value (Feltham, 1972). However, as noted in the conceptual departure section, we believe that our definition of 
information overload can help to understand and make operational the information value concept. 


INFORMATION OVERLOAD 


sure of the interaction and internal calculation 
demands on that capacity (IL). This made it pos- 
sible to define information overload in terms of 
the relation between the demands on, and sup- 
ply of, time and measure it conceptually for any 
entity (Le. individual, group, organization), re- 
gardless of the causes or circumstances of its oc- 
currence. Information overload occurs when 
the demands on. an entity for information pro- 
cessing time exceed its supply of time (i.e. IL > 
IPC). Cited evidence from the literature de- 
monstrates the reasonableness of the proposed 
definition. 

Viewing organizations as information process- 
ing systems, where time links information pro- 
cessing demands on time (IL) to information 
processing capacities (TPC), has certain benefits. 
Specifically, it draws attention to two factors that 
may be critical to an organization’s success. 
These are that: (1) IPC is in part a consequence 
of organization design, and (2) time is a critical, 
scarce resource. Herbert Simon (1976 ) has writ- 
ten that the central organizational problem is 
not a lack of information for decision making, 
but rather the need for processing capacity to at- 
tend to that information. He suggests attention, 
not information, is the real scarce resource and 
calls for information systems to be designed to 
“conserve the critical resource — the attention 
of managers...” (p. 296). However, if attention 
means “how we spend our time” as defined by 
Peters & Waterman (1982, p. 69), then the criti- 
cal resource to be conserved is time. Approp- 
riately designed systems would “distinguish be- 
tween problems for decisions that come with 
deadlines attached (real-time decisions), and 
problems that have relatively flexible deadlines” 
(Simon, 1976, p. 294). The occurrence of infor- 
mation overload would signify problems in or- 


ganizing (i.e. problems in the management of 
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time). 

Because our definition of information over- 
load highlights the importance of time in the 
management of organizations, our definition has 
both practical and research utility. Practical util- 
ity can be found by looking at the critique by 
Kaplan & Johnson (1987) of what is wrong with 
the typical management accounting system. As 
they observe, “innovating Japanese companies 
are now managing time, not costs” (p. 29). Stalk 
Jr (1988) elaborates upon this observation by at- 
tributing the success of certain Japanese manu- 
facturers to their ability to manage time. 

Our model of information overload provides a 
theoretical grounding for why the management 
of time is important and has practical utility. The 
acquisition, organization, and use of time can af- 
fect both the demands on time and the supply of 
time available to meet those demands. Further, 
they also precede the generation of revenues 
and the incurrence of costs. Thus, our model 
provides a rationale for why planning and con- 
trolling the acquisition, organization, and use of 
an Organization’s time may be as important as 
planning and controlling the time-based conse- 
quences of revenues and costs. At the very least, 
our model draws attention to time as a critical, 
scarce resource, the importance of which still 
often appears to be underestimated. !? 

The proposed definition also may make it pos- 
sible to shed new light on longstanding debated 
research issues. For example, as Macintosh 
(1985, p. 10) notes, participation has long been 
advocated “as the best means for getting mana- 
gers and employees to make more effective use 
of accounting information systems”. However, 
research on participative budgeting has shown 
that sometimes participation is beneficial and 
sometimes it is not. Differences in work group 
attitudes (Argyris, 1952; Becker & Green, 


?7Time budget surveys has been utilized successfully in many fields to measure how people use time (e.g urban planning, 
consumer behavior, gerontology, child care) (Andorka, 1987). Further, Smith & Gray (1987 ) have suggested that individuals 
could employ Lotus 1—2~—3 to keep a continuous record of the use of this time. Still, we recognize that the actual measurement 
of information overload in real worid organizational settings is difficult. However, difficulty in deriving a precise 
measurement does not mean that a concept lacks content or is scientifically meaningless (Hempel, 1966). Because 
information overload really occurs, is a troublesome problem, and our definition of information overload provides a way to 
analyse and measure its occurrence conceptually, we believe the concept has utility. Indeed, organizational practices and 
controversial issues can be more clearly understood within the context of our concept of information overioad, as is 


discussed in the remainder of this paper. 
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1962), personality variables (Brownell, 1981; 
Collins, 1978), leadership practices (Collins et 
al, 1987; DeCoster: & Fertakis, 1968), style of 
evaluation (Brownell & Hirst, 1986; Hopwood, 
1976; Otley, 1978), and organizational variables 
(Hofstede, 1968; Swieringa & Moncur, 1974) 
are some of the explanations that have been ad- 
vanced for the variations in findings about par- 
ticipation. 

The desire of individuals to avoid information 
overload, as defined in this paper, provides 
another perspective from which to assess the 
conflicting findings regarding budgetary partici- 
pation. Briefly, the argument is as follows. Indi- 
viduals who are either overloaded, or close to 
being overloaded, work under considerable 
time pressures. One way they may strive to les- 
son these pressures is by reducing demands on 
their time for interactions and internal calcula- 
tions (i.e. participation takes interaction and in- 
ternal calculation time). If participation does not 
reduce the demands on time for interactions 
and/or internal calculations, than these individu- 
als would be expected to attempt to prevent in- 
creases in, or to decrease their current levels of, 
participation as has been reported by Covaleski 
& Dirsmith (1986) and Zammuto & Cameron 
(1985). Alternatively, if the time spent par- 
ticipating can be offset by larger decreases in the 
time spent on internal calculations or nonpar- 
ticipatory induced interactions, then these indi- 
viduals might be amenable to budgetary partici- 
pation. This might help to explain the findings of 
Onsi (1973) and Schiff & Lewin (1970) that par- 
ticipation leads to the creation of organizational 
slack which is interpreted as a sign of ineffi- 
ciency. However, our interpretation would be 
that some individuals use participative budget- 


ing to lessen the demands on their information 


processing time for interactions and internal cal- 
culations in the hope of preventing or eliminat- 
ing information overload. Seen in this light, or- 
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ganizational slack may be less an indicator of in- 
efficiency and more an indicator of available in- 
formation processing capacity that gives indi- 
viduals flexibility to adapt to increased demands 
on their time. Conversely, individuals who are 
not close to being overloaded, and who are un- 
likely to become so in the foreseeable future, 
would have little reason to decrease their cur- 
rent levels of participation. Indeed, these indi- 
viduals may be receptive to increased participa- 
tion in budgeting. They have information pro- 
cessing time on their hands and participation is a 
way for them to soak up some of that time. This 
may help to explain why House (1971) and 
Macintosh (1983 ) found individuals at lower or- 
ganizational levels more receptive to participa- 
tion in budgeting than higher level managers. 

In essence, our argument is that receptivity to- 
ward participation may be partly contingent on 
the demands that participation makes on time 
and on the availability of time that individuals 
have for interactions and internal calculations. 
Thus, it provides a rationale for the mixed results 
concerning participative budgeting and such 
outcome variables as job satisfaction and job 
performance. 

In conclusion, the relationship between infor- 
mation overload ahd time often does not seem to 
be recognized. This paper is a step in rectifying 
that oversight. Our definition can be used to pro- 
vide an a priori set of strategies that organiza- 
tions can take to avoid and/or reduce the 
phenomenon labelled information overload. Ad- 
ditionally, the practical and research utility of 


-the information overload framework suggests 


the possibility that time also may be important in 
the examination and analysis of other 
phenomena. If so, application of the framework 
may provide a means to assess organizational 
functioning in a new light or reconcile divergent 
research findings about information processing 
related topics reported in the literature. 
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Abstract 


This article reports on an empirical investigation of the assoctation of manager’s budgetary behavior and 
' departmental performance under conditions of pooled versus reciprocal task interdependency. Data was 
gathered from 201 Gepartments in 22 public sector organizations. Multivariate canonical correlation 
analyses suggest that a significant relationship exists between budgetary behavior and performance and that 
the nature of this relationship differs in important ways between the two types of interdependency. The 
research contributes to contingency studies of management accounting and control systems in three ways. 
First, it extends the budgetary behavior research into the public sector domain. Second, it supports 
previous research indicating the Importance of task interdependence. Third, it illustrates the power of 
multivariate canonical analysis as a way of identifying underlying structures of contingent relations 
between organizational level variables and characteristics of management accounting and control systems. 
The study also suggests that characteristics of manager's budgetary behavior are similar across the public 


and private sectors. 


Complex organizations —- manufacturing firms, hospi- 
tals, schools, armies, community agencies — are ubiquit- 
ous in modern societies, but our understanding of them 
is limited and segmented (Thompson, 1967, p.3). 


This paper reports on an attempt to investigate 
part of Thompson’s general challenge by focus- 
ing on dimensions of the budget-related be- 
havior (BRB) of managers in complex, public 
sector organizations. BRB has been identified 
previously in the literature as an important pro- 
cessual variable in terms of enabling organiza- 
tions to achieve their goals. This behavior has 
been shown to vary systematically with pat- 
terned problems posed by contextual properties 
such as environmental uncertainty, technology, 
decentralization and size. Moreover, empirical 
evidence has emerged recently to suggest that 
departmental interdependency, the contextual 


variable used in this study, is one such important 
property (Macintosh & Daft, 1987). 

The existing empirical BRB studies, however, 
have focused on private sector organizations in 
general (Swieringa & Moncur, 1972; Bruns & 
Waterhouse, 1975), and manufacturing firms in 
particular (DeCoster & Fertakis, 1968; 
Swieringa & Moncur, 1974; Merchant, 1981, 
1984).and have ignored the public sector do- 
main. Yet, the origins of contingency studies in 
management accounting are rooted in the works 
of authorities such as James Thompson and Max 
Weber, who did not differentiate between pri- 
vate and public organizations. As Weber (1947), 
p.334) argues, large complex organizations with 
bureaucratic administrative structures are per- 
vasive in modern industrial societies: 


This type of organization is in principle applicable with 
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equal facility to a wide variety of different fields. It may be 
applied in profit-making business or in charitable organi- 
zations, or in any. number of other types of private enter- 
prises serving ideal or material ends. It is equally applica- 
ble to political and religious organizations. With varying 
degrees of approximation to a pure type, its historical 
existence can be demonstrated in all these fields, 


It appears, then, that the private versus public 
sector distinction is not a discriminating ele- 
ment in the study of complex organizations from 
the perspective of contingency theory but as yet, 
remains problematic in terms of the perceived 
robustness of BRB across these two sectors. 

There are several potential reasons which 
might support expectations of systematically dif- 
ferent degrees of importance of components of 
BRB in budgeting systems of public sector or- 
ganizations and that may have inhibited empiri- 
cal research in this area, It is widely articulated, 
for example, that budget objectives, profit mo- 
tives, proprietary versus political interests, 
users, and the resource allocation process are 
differentiating elements in the budget systems of 
private versus public sector organizations. How- 
ever, the theoretical arguments which have pro- 
vided the motivation for an empirical examina- 
tion of BRB have not relied on these distinctions. 
To provide a more complete and unified under- 
standing of BRB, it is important to determine 
whether the components of BRB which have 
been operationalized for budget systems located 
in private sector organizations are applicable 
with roughly equal facility to the budget pro- 
cesses.of public sector organizations. Then, con- 
textual effects, such as departmental task inter- 
dependency, can be examined to uncover sys- 
tematically different patterns of BRB from this 
common set of components. 

In addition to having a limited focus on private 
sector organizations, many of the previous 
studies concerning managerial budgeting be- 
havior (e.g. DeCoster & Fertakis, 1968; Bruns & 
Waterhouse, 1975; and Swieringa & Moncur, 
1974) have ignored performance. But, as Otley 
(1980, p.421 ) argues, it is vital that research into 
accounting and information systems includes 
the measurement of organizational effectiveness 
in order to try to achieve a “true contingency 
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theory”. Although the effects of budgeting on 
performance are difficult to isolate, as well as to 
measure, it is important to include them 
whenever possible (Hopwood, 1976; Merchant, 
1981; Govindarajan & Gupta, 1985). Thus, the 
purpose of the research reported here is 
threefold. First, it explores the relationship be- 
tween managers’ budgeting behavior and de- 
partmental performance in public sector organi- 
zations. Second, it examines the moderating ef- 
fects of departmental task interdependency on 
this relationship. Third, it attempts to uncover 
the specific patterns of BRB and performance 
characteristics that are most influential in this re- 
lationship. The framework for this study is 
shown in Fig. 1. 


BUDGET-RELATED BEHAVIOR 


BRB refers to those managerial activities, 
actions, attitudes and interactions among mana- 
gers and their tasks which occur on a regular 
basis and which are related to the system of 
budgetary controls (DeCoster & Fertakis, 1968; 
Swieringa & Moncur, 1972, 1974; and Bruns & 
Waterhouse, 1975). The BRB literature has 
utilized the framework of traditional contin- 
gency theory (Burns & Stalker, 1961; Wood- 
ward, 1965; Lawrence & Lorsch, 1967; Pugh et 
al, 1969) to suggest that administratively- 
oriented control strategies such as budgeting, 
which are found in complex decentralized or- 
ganizations, tend to be more formal in nature 
than informal and of an interpersonal nature. 
Within the formal framework it is argued that the 
interactive process of budgeting systems reflects 
budgeting behavior that places importance on 
the achievement of budget plans, is participa- 
tive, expresses formal patterns of communica- 
tion, and is relatively inflexible to change (Bruns 
& Waterhouse, 1975; Merchant, 1981, 1984). In 
order to facilitate the formulation of research 
questions and the presentation of the findings in 
the present study, these characteristics are 
grouped into four general conceptual categories 
in Fig. 1: (1) measurement and monitoring; (2) 
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Fig. 1. Framework for the study. 


participation; (3) formal communication; and 
(4) enabling change.’ 


DEPARTMENTAL INTERDEPENDENCE 


Departmental interdependence is considered 
to have an important impact on organization de- 
sign (Thompson, 1967; Mahoney & Frost, 1974; 
Van de Ven et al, 1976; Tushman, 1977; 
Mintzberg, 1979; Burchell et al, 1980; Daft, 
1986) and on management accounting systems 
design (Watson & Baumler, 1975; Hayes, 1977; 
Ginzberg, 1980; Otley, 1980; Kilmann; 1983; 
Macintosh & Daft, 1987). The reason for this is 
that interdependence represents the way and 
extent to which departments within an organiza- 
tion depend or rely on each other for the mater- 
ials, resources, knowledge, and advice needed to 
accomplish their tasks. In the present study, task 
interdependence is important because of its im- 
pact on the coordinating and structuring of de- 
partmental activities through the budgeting 
mechanism. 

Thompson (1967) identified three types ofin- 
terdependencies — sequential, pooled, and re- 
ciprocal — each of which places a different set of 
demands on management control systems. A key 


feature of sequential interdependency is that the 
outputs of one department become the inputs to 
the next department in the chain (Bedeian, 
1980; Daft, 1986). Thus, each department is one 
part of the successive states of production 
(Thompson, 1967 ). The interdependent depart- 
ments “work in series as in arelay race where the 
baton passes from runner to runner” (Mintzberg, 
1979, p.22). Examples of sequential interdepen- 
dence cited in the literature include automobile 
plants (Bedeian, 1980; Griffin, 1984; Daft, 
1984); mass production factories (Thompson, 
1967; Mintzberg, 1979); and cafeterias, relay 
teams, petroleum refineries and automated car 
washes (Bedeian, 1980). 

The prime function of departments featuring 
pooled interdependence is that, while they 
share common resources with other depart- 
ments, little work. flows amongst departments 
and, thus, they are relatively independent and 
autonomous. Another feature is that their prim- 
ary function is to link clients who otherwise 
wish to be independent. As Thompson (1967, 
p.16) notes, “the post office provides a possible 
linkage of virtually every member of the modern 
society”. Standardization is another key feature 
of these departments which operate “in standar- 
dized ways and extensively; e.g. with multiple 


"The “labelling” of these four categories is strictly arbitrary, but they are intended to be descriptive of the theoretical BRB 
characteristics which underpin budgeting systems. This approach is consistent with the previous BRB literature. The 
operationalization of these characteristics is developed in Tables 2 and 3 and is discussed further in the methodology section. 
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clients or customers distributed in time and 
space.” Standardization assures that each seg- 
ment operates in ways that are compatible with 
those of other segments. Examples of pooled in- 
terdependence cited in the literature include 
bank branches, insurance firms, telephone and 
other public utilities, post offices, police depart- 
ments, McDonald’s fast food outlets, X-ray de- 
partments and classrooms within a school sys- 
tem. 

Reciprocal interdependence, in contrast, in- 
volves a more complex mode of interaction. It is 
characterized by the mutual exchange of inputs 
and outputs among the various organizational 
components. A variety of skills and techniques 
from various operating units must be drawn on 
to produce a custom-made service or product. 
The particular combination of technique and the 
order of their application are not necessarily 
predetermined; rather, they are selected on the 
basis of feedback from whatever is being worked 
upon. In a hospital, for example, “at any moment 
an emergency admission may require some 
combination of dietary, x-ray, laboratory, and 
housekeeping or hotel services, together with 
the various medical specialities, pharmaceutical 
services, occupational therapies, social work 
services, and spiritual or religious services. 
Which of these, and when, can be determined 
only from evidence about the state of the pa- 
tient” (Thompson, 1967, p.17). Each involved 
component is penetrated by the others and, so, 
the actions of each component must be recalib- 
rated continually to the actions of the others in 
the set. Coordination through standardization 
and planning is insufficient, thereby necessitat- 
ing personal interactions and mutual adjustment 
(Hayes, 1977; Macintosh & Daft, 1987). 

Since reciprocal interdependence requires 
more complex communication and interaction 
relative to pooled interdependence, BRB would 
tend to reflect more participation and interac- 
tion among subordinates and less formal com- 
munication with superiors. These tendencies 
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would override the emphasis placed upon the 
formal measurement and monitoring aspects of 
the budget per se (Macintosh & Daft, 1987).? Al- 
ternatively, pooled work tasks would tend to 
emphasize formal communication patterns (Le. 
little interaction with superiors), inflexibility 
and the importance of achieving budget plans. 
Thus, it is likely that different patterns of budget- 
related behavior would prevail under the two 
different task interdependencies, notwithstand- 
ing the highly structured control mechanisms 
which characterize large complex public sector 
organizations. 

In conceptually treating interdependency as 
separate types, we are following Thompson 
(1967) who postulated three distinct and identi- 
fiable forms of interdependency which are dif- 
ferentiated in terms of the ways the social units 
involved (i.e. department, organization, family, 
society) relate to one another. In doing so, he 
aimed to “achieve a generality across typical 
categories of organizations” (1967, p.ix). 
Furthermore, it seems clear that Thompson 
argued for a discontinuous, qualitative break 
amongst the three forms. His major thesis was 
that technologies, interdependencies and envi- 
ronments, “are major sources of uncertainty for 
organizations, and that differences in those di- 
mensions will result in differences in organiza- 
tions” (1967, p.13). He then identified pooled, 
sequential and reciprocal tasks as three varieties 
“which are (1) widespread in modern society 
and (2) sufficiently different to illustrate the 
propositions we wish to develop” (1967, p.15). 
In a subsequent article, Thompson (1973, p.8) 
used the three distinct types of interdependence 
to identify distinct types of societies at large: 
“there appear to be three identifiable forms of in- 
terdependence, differentiated in terms of the 
ways in which the parties relate to one another... 
these are described in slightly narrower terms in 
an earlier paper (Thompson, 1967) where the 
focus was on interdependence within complex 
organizations.” Thus, Thompson speaks of dis- 


*This is not to deny that the necessary coordination of departmental efforts under reciprocal interdependence requires the 
preparation of budgets which become very formal and deterministic. The point we are attempting to establish is that some 
BRB tendencies are relatively more important in achieving this coordination. 
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tinct “varieties” or “forms” of interdependency 
rather than treating them as a continuum. For 
this reason, we define and operationalize the in- 
terdependency constructs in this paper as un- 
ique, distinct varieties, forms, or categories.’ 


BRB AND PERFORMANCE 


A fundamental premise of management ac- 
counting is that there should be a design concor- 
dance between budgetary control and the goals 
of an organization as a whole (Hopwood, 1976, 
1978; Otley, 1980; Cooper, 1983; Covaleski et 
al, 1985). The activities of each unit are predi- 
cated upon the enhancement of objectives in the 
larger integrated whole. This implicates budget- 
ary control in the serving of multiple perspect- 
ives to promote role performance and effective- 
ness (Horngren, 1982). Research by Connolly et 
al. (1980) and Ford & Schellenberg (1982) sub- 
stantiates the notion that organizational per- 
formance is a multidimensional construct. While 
financial measures are of primary importance in 
assessing the performance of private sector or- 
ganizations oriented towards economic produc- 
tion, some studies suggest that noneconomic 
measures of performance may be more approp- 
riate in nonprofit, governmental, or service or- 
ganizations (Steers, 1977; Randoph & Dess, 
1984). . 

The performance goals indicated in Fig. 1 are 
conceptualized at the same level of abstraction 
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as the general BRB categories in order to facili- 
tate the formulation of the research questions 
and the subsequent presentation and discussion 
of results. Authorities in organizational theory 
make an important distinction between “official” 
and “operative” goals (Perrow, 1961, 1970; Daft, 
1983, 1986). Official goals relate to the general 
purposes of the overall organization. The organi- 
zation’s charter or mission statement may state 
that the goal is to make an “adequate return to in- 
vestment” as in the case of a business firm, or “to 
promote the health of the community through 
curing the ill, and sometimes through prevent- 
ing illness, teaching, and conducting research” 
as in the case of a hospital (Perrow, 1961, 
p.855). Such official goals, Perrow points out, 
are necessarily general and vague and tend to be 
treated as static fixtures which only in- 
adequately reflect the host of decisions and be- 
havior at the operating level. As a consequence, 
role performance must be operationalized at the 
sub-unit level in terms of operative goals which 
“designate the ends sought through the actual 
operating policies of the organization; they tell 
us what the organization actually is trying to do, 
regardless of what the official goals say are the 
aims” (Perrow, 1961. p.855). 

Following Perrow, Daft (1983, 1986) argues 
that operative goals can be.theorized in terms of 
four general conceptual categories: environ- 
ment, output, system and sub-unit. Environment 
goals “are to satisfy the people and organizations 
in the external environment” (p.86). They sec- 


*This interpretation is consistent with that of many organizational theorists such as Van de Ven & Ferry (1980) and Bedeian 
(1980). Bedeian (p.216), for example, treats the interdependency model as a “typology” of which “Thompson’s is generally 
considered to be the richest conceptually. Although essentially 2 systems level model focusing on the overall or core 
technology of an organization, it is also adaptable to the categorization of subsystem units such as departments. In addition, 
it has the important advantage of being applicable to a wide variety of industries and service organizations.” Also, Griffin 
(1984, p.279) writes about “three major forms of interdependence: pooled, sequential and reciprocal”. In our research we 
deliberately studied lower level departments which would more nearly approximate the pure types or forms of 
interdependency. 

We recognize, however, that some researchers suggest that the three interdependencies involve different “amounts” of 
interdependence amongst organizational sub-units where pooled involves the least and reciprocal the most, with sequential 
somewhere in between (see Mintzberg; 1979, p.22). Further, Daft (1986, p.153) calls pooled the “lowest form” of 
interdependence and reciprocal the “highest form” because the latter departments “must constantly exchange resources” 
with other departments. When faced with the choice between treating interdependency in terms of a continuum (or interval 
measure) of some sort, or as distinctly different forms or types, we selected the latter based on a close interpretation of 
Thompson’s admittedly problematic development of the construct. 


226 


ure legitimation from important environmental 
constituents for the department's activities and, 
so, they reflect the satisfaction of these parties 
with the organizational unit. Output goals are re- 
flective of and pertain to “the amount and forms 


of output produced” (p.86): Organizational 


units must amass the necessary skills to meet the 
required level for their products or services set 
by the consumers of their output. System goals 
are concerned with the maintenance of the or- 
ganizational unit itself. They identify the desired 
level of job satisfaction, morale of departmental 
employees, and the internal climate. Finally, sub- 
unit goals pertain to the need requirements of 
the resources used in producing or creating out- 
puts. For most organizations, it is mandatory that 
they use their resources efficiently and innova- 
tively. These operative goals, not the official 
goals, provide direction for the on-going, daily 
activities and decisions in the department (Per- 
row, 1961). Thus it is expected that a linkage 
should exist between them and the BRBs, al- 
though empirical evidence is currently nonexis- 
tent. : 

Although. conducted at different levels of 
analysis and in the context of different variables, 
the studies of both Merchant (1981, 1984) and 
Swieringa & Moncur (1972) considered the re- 
lationship between BRB and performance. The 
Swieringa & Moncur (t972) study used “earn- 
ings contribution” and “budget variances” as 
measures of performance; they were found not 
to be related to BRB. Swieringa & Moncur 
(1972, p.204) suggested that “these traditional 
measures may have failed to capture the essence 
of performance.” Merchant, in comparison, 
employed a single overall self-rating of perform- 
ance and found weak to moderate support for 
the relationship between BRB and performance 
under varying organizational contexts at both 
the corporate (1981) and the departmental 
(1984) levels of analyses. The findings from 
these studies suggest that our knowledge of the 
relationship between budgeting behavior and 
performance is at best incomplete and that re- 
fined measures of performance may provide ad- 
ditional insight. 

In calling for more empirical testing of these 
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relationships so that the frameworks can be re- 
fined, Merchant (1984, p.305 ) noted the impor- 
tance of a departmental focus for studying BRB 
because the results “help explain some of the re- 
sidual variation that is not explained by studies 
focused on organizational or individual-differ- 
ence variables.” In addition, a cross-sectional de- 
partmental-level analysis accommodates a more 
direct linkage between contextual variables 
(Bruns, & Waterhouse, 1975; Merchant, 1981) 
and their influence on the BRB/performance re- 
lationship. Also, due to the potential interaction 
effects that may be present between BRB and 
performance (Merchant, 1981, p.825), there is 
reason to investigate the relationship between 
performance and the elements of BRB collec- 
tively rather than investigating single bivariate 
relationships which is characteristic of the previ- 

ous research. 


RESEARCH QUESTIONS 


The theoretical foundations in the previous 
sections pertain to complex organizations ac- 
ross both the public and private sectors. In the 
former case, however, precise theoretical rela- 
tionships between BRB and performance have 
not been. established: Therefore, it seems ap- 
propriate to approach the issues involved in 
terms of research questions rather than testing 
specific hypotheses. Accordingly, the following 
research quéstions are explored: 


1. (a) Is there a general relationship between the sets 
of BRB characteristics and performance charac- 
teristics at the departmental level? 

(b) Which specific BRB characteristics and perform- 
ance characteristics are implicated most signific- 
antly in the general relationship referred to in 
I(a)? 


. The above two research questions do not con- 
sider the potential moderating effects of task in- 
terdependence. Initially, it was intended that all 
three types discussed above would be analysed 
in this study. However, only seventeen depart- 
ments were identified as sequential in nature 
(i.e. 8.4% of the total-sample).* Unfortunately, 
the multivariate methodology employed in this 
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study can not generate significant degrees of 
freedom to permit a meaningful interpretation 
of the results based on a sub-sample ofseventeen 
observations. Therefore, sequential interdepen- 
dence is excluded on empirical and non-theoret- 
ical grounds in the following research questions. 


2(a) Is the general relationship between the sets of 
BRB characteristics and performance charac- 
teristics in the context of pooled task inter- 
dependence the same as it is in the context of re- 
ciprocal task interdependence? 

Are the specific BRB characteristics and per- 
formance characteristics implicated most sig- 
nificantly in the general relationships referred to 
in 2(a) the same? 


(b) 


METHOD 


Data collection 

Twenty-two public sector organizations in 
Canada were solicited for participation in the 
study. An initial phone contact was made with a 
deputy government minister, chief administra- 
tive officer or controller. This was followed by 
an introductory letter and interview. The letter 
served to identify the purpose of the research 
project, while the interview was used to identify 
a potential sample of managers who were ac- 
tively involved in the budgeting process in large 
departments that contained between 30 and 50 
full-time members.’ The actual selection pro- 
cess was conducted by the administrative. inter- 
viewee because the organizations were reluc- 
tant or unable to accommodate a more random 
selection. BRB, task interdependence, and per- 
formance questionnaires were distributed by 
the interviewee, together with a cover letter 
explaining the nature of the research project and 
indicating that the organization had approved 
the study. Self-addressed return envelopes were 
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included with each set of questionnaires to en- 
sure anonymous responses. 

Lower-level managers were selected because 
it was assumed that they were actively involved 
in negotiating for funds in the budget allocation 
process (Wildavsky, 1975). Large departments 
were chosen on the expectation that they 
should demonstrate the administrative control 
qualities reflective of complex, decentralized 
bureaucracies. 

The number of departments sampled from 
within each organization varied from 5 to 12, de- 
pending on the organization’s nature, size, and 
willingness to participate. A total of 278 ques- 
tionnaires were distributed to these managers, 
and they yielded 201 usable responses, for a re- 
sponse rate of 72%. The responding managers 
had worked for their present organizations an 
average of 12.6 years and had held their present 
position for an average of 6.2 years. A profile of 
the organizations and departments sampled is 
shown in Table 1. 

The selection procedure for the departments 
involved was not random, and the effort to selec- ` 
tively control for size may have biased the sam- 
ple. Also, a non-response bias may be present 
because the proportion of returned question- 
naires was not uniform across all of the organiza- 
tions sampled. While a total response rate of 
72% was satisfactory, non-response bias could 
be problematic since normal follow-up proce- 
dures were not feasible. The total sample was 
split into two sub-samples based on the median 
response rate. A separate correlation analysis 
was performed on all of the variables in each 
group. There was no significant difference be- 
tween the high versus low response groups, thus 
suggesting that non-response bias was minimal. 
A chi-square test (x? = 13.42; df. = 21) based 
on an expected response rate of 75% for each or- 


*The procedure used to identify these cases is discussed in the methodology section. 


ŽTo avoid extremes in scale, and to take into account that direct control over identification of the departments ultimately 
chosen was not possible, self-selection criteria were adopted. A list of potential departments to be solicited was reviewed 
with the chief administrative officer, and only departments within the size range indicated were deemed admissible for 
sampling purposes. This constraint was an attempt to minimize any potential bias in the findings due to extremely small or 


large departments. 
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TABLE 1. Distribution of organizations and departments sampled 


Government institutions: 

1. Municipal: 
City administrations 
Police 

2. Provincial: 
Education 
Health care 
Administrative 


3, Federal 
Hospitals 


ganization indicated that the proportions of 
questionnaires returned did not differ signific- 
antly across the organizations sampled and, 
therefore, supports this conclusion. 


Measurement 

Budget-related behavior. The questionnaire 
originally developed by Fertakis (1967) and 
modified by Swieringa & Moncur (1975), Bruns 
& Waterhouse (1975), and Merchant (1981, 
1984) was used to collect data on BRB. It asks 
department managers to rate how often 44 
budget-related activities take place on a scale 
from 1 (to a very little extent) to 5 (to a very 
large extent). Budgeting was defined as a plan- 
ning and control period covering the allocation 
and use of resources for the fiscal year. Using the 
SPSS-x inferred-factor approach, ten factors with 
eigenvalues greater than 1.0 were extracted 
from the total sample which accounted for 
88.4% of the total variance. The factor loadings 


and the percentage of variance explained by 


each of the factors after orthogonal varimax rota- 
tion are shown in the first two columns of Table 
2. 


Number of responding 


Number of 
organizations departments 
3 26 
1 5 
4 33 
3 20 
4 40 
á 48 
3 29 
22 201 


The ten BRB variables used in this study were 
developed empirically from the factor analysis 
by aggregating those items loading higher than 
.40 within each factor as indicated in Table 2. 
While the composition of each variable was not 


‘predicted a priori there is a high degree of con- 


sistency between those items underlying our 
BRB variables and those derived in previous BRB 
studies. The BRB variables were then arbitrarily 
grouped into four categories to correspond with 
the descriptive characteristics of budgeting (see 
Table 3) in order to facilitate the analysis and 
presentation of results.® 

The variables which comprise the measure- 
ment and monitoring, and the participation 
characteristics, were originally coded such that 
increasing scores would indicate more use. To 
facilitate the data analysis, the original scores for 
the variables comprising the communication 
anid enabling change characteristics were re- 
versed in order that higher scores would indi- 
cate less interactions with superiors or subordi- 
nates and less of a propensity to change the 
routinized budgeting process. Thus, any positive 
changes in the budgeting variables would repre- 


Sit should be pointed out that there is no quantitative basis, in terms of our observed factor loadings, for this grouping. The 
two variables, which group under “participation”, and the two variables which group under “formality of communications” 
was done to conform with Merchant (1981; 1984). The inflexibility and inertia variable appeared to approximately match 
the change attribute discussed in Bruns & Waterhouse (1975). The remaining five variables all seemed to relate to the 
importance of achieving budget plans an attribute discussed by both Merchant (1981; 1984) and Bruns & Waterhouse 
(1975), and they were thus grouped under “measure and monitor”. This seémed logical as a first approximation because the 
five variables were not descriptive of the other three categorics. 
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TABLE 2. Factor loadings of budget-related behavior items 
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Factor 


10 


Title and items loading > .40 


Enabling change 
The budget enables me to be more flexible 
The budget enables me to be more innovative 


Required. explanations of variances 
Iam required to submit an explanation in writing about causes 
of large budget variances 
Iam required to report actions I take to correct causes of 
budget variances . 
I am required to prepare reports comparing actual results with budget 
I am required to trace the cause of budget variances to groups or 
individuals within my department 


Influence on budgeting plans 
The budget is finalized only when I am satisfied with it 
New budgets include changes I have suggested 
Involvement in budget process 
I express my opinions on budget matters 
I offer suggestions for the improvement of budget systems _ 
The budgeting system is changed in accordance with my suggestions 
Participation in feedback 
I am shown comparisons ofactual and budgeted performance for 
other units 
My explanation ofbudget variances is included in performance reports 
Evaluation by the budget 
I am evaluated on my ability to meet the budget for my department 
My superior expresses dissatisfaction to me about results in my 
department when the budget has not been met 
My superior mentions budgets when talking to me about my 
efficiency as a manager 
Budget analysis ; 
I investigate favorable as well as unfavorable budget variances for 
my department | 
Preparing the buxiget for my unit requires my attending to a great 
number of details 
I personally investigate variances in my department 
Reactions to expected budget over-runs 
I find it necessary to charge some activities to other accounts when 
budgeted funds for these activities have been used up 
I have to shift figures relating to operations to reduce budget variances 
i find it necessary to stop some activities in my department when 
budgeted funds are used up 


Infrequent interactions with subordinates 


I work with mv subordinates in preparing the budget for my department 


I evaluate my subordinates by means of the budget 


Infrequent interactions with superiors 
I work with my superior in preparing the budget for my department 
I am consulted by my superiors about special factors I would like to 


have included in the budget being prepared 
I go to my superior for advice on how to achieve my budget 


Percentage of 
loading variance 

22.8 

.83 

82 
16.1 

56 

.64 

58 

49 
10.5 

.76 

65 
8.6 

69 

62 

47 
6.1 

.70 

41 . 

5.9 

58 

40 

58 
5.3 

61 

48 

68 
4.9 

42 

79 

.74 
4.5 

63 

58 
3.7 

49 

45 

54 
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TABLE 3. Composition of theoretical characteristics" - 
Theoretical characteristics Variables 
Budgeting: Measure and monitor Required explanation of variances 
Reactions to expected budget over-runs 
Budget analysis 
Evaluation by the budget 
Participation in feedback 
Participation Influence on budgeting plans 
Involvement in budget process 
Formality of communications Infrequent interactions with superiors 
Infrequent interactions with subordinates 
Enabling change Inflexibility and inertia 
Performance: Output goals Goal attainment, quantity, quality 
Systems goals Morale 
Environment goals Reputation 
Sub-unit goals Efficiency, innovation 


sent, in operational terms, more of the descrip- 
tive characteristics underpinning the use of the 
budgeting system. In addition, this clustering ef- 
fect would preserve the expectation that the set 
of BRB variables would be positively correlated 
with each other. This conforms with one of the 
important findings from the BRB literature, espe- 
cially from evidence provided by Bruns & 
Waterhouse (1975) and Merchant (1981, 
1984), that the operationalized BRB characteris- 
tics have a tendency to covary. 


Task interdependence. A measure of task in- 
terdependency was obtained by a questionnaire, 
developed and validated by Van de Ven & De- 
Ibecq (1974), which separately explained se- 
quential, pooled, and reciprocal work flows and 
illustrated the work flow of each type in relation 
to other work units diagrammatically (see Ap- 
pendix B). The managers were asked to indicate 
the extent to which each diagram described the 
movement of work between their department 
and other departments in the organization on a 
scale from 1 (to a very little extent) to 5 (toa 
very great extent). 

For purposes of this study, the different types 
of task interdependence are treated as separate 
dimensions. To obtain mutually exclusive 
groups and to produce a reasonable degree of 
the task characteristic, a score for any type of 
task interdependence had to dominate, thus 


omitting ties. This produced 97 reciprocal re- 
sponses, 50 pooled responses, and 17 sequential 
responses, all of which were evenly distributed 
across organizations. As mentioned earlier, the 
sequential responses are insufficient for multi- 
variate analysis and, hence, only the remaining 
147 responses were analysed. In 77% of these 
147 responses, a score of 4 or higher was ob- 
tained for one of the two types of task inter- 
dependence while, simultaneously, a score of 2 
or less was obtained for the other. A combina- 
tion of a score of 3 and 1 occurred in 17% of the 
cases, while a combination of a score of 3 and 2 
occurred in 6% of the cases. Although this latter 
combination was retained, the overall outcome 
suggests a reasonable degree of purity in the two 
groups produced. 


Departmental performance measures. A 
seven item questionnaire developed by Van de 
Ven & Ferry (1980) was used to measure per- 
formance by asking managers to rate their de- 
partment relative to other comparable depart- 
ments on a scale from 1 (far below average) to 5 
(far above average). This instrument is part of 
Van de Ven and Ferry’s Organizational Assess- 
ment Instrument which was developed, revised 
and improved in four successive versions over 
seven years of extensive research in public sec- 
tor organizations. Based on this work there was 
no merit in reducing the number of items empir- 
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ically and, hence, they were used as the seven 
primary performance variables. These variables 
were then arbitrarily grouped into four cate- 
gories to correspond with the descriptive 
characteristics of departmental performance 
(see Table 3) in order to facilitate the analysis 
and presentation of results. 

Quality, quantity, and goal attainment are 
treated as measures of department output goals 
as they are reflective of product and service 
characteristics. Morale is treated as a system goal 
in that it relates to the maintenance of job satis- 
faction, attitude, and general internal climate of 
the department. Reputation is an important rep- 
resentation of environment goals as it defines 
the satisfaction bestowed by important external 
constituents with the department in that it indi- 
cates the legitimacy bestowed by such parties on 
departmental activities and achievements. Fi- 
nally, efficiency and innovation are critical di- 
mensions of essential sub-unit goals in that they 
mirror important departmental processes which 
serve as the means by which output goals are at- 
tained. The seven performance variables were 
coded so that an increasing score represents a 
higher level of operative goal performance.’ 


Statistical design. Exploring the relationship 
between two sets of variables simultaneously re- 
quires a multivariate rather than a univariate 
analysis. Canonical correlation was chosen 
because it provides a measure of the relationship 
between a set of independent variables called 
the predictor set (BRB variables ) and a set of de- 
pendent variables called the criterion set (de- 
partmental performance variables). It is espe- 
cially appropriate when the criterion variables 
are highly correlated (Cooley & Lohnes, 1971). 
Canonical analysis also provides information on 
the individual variables which contribute most 
to the relationship between the two sets. 

The canonical analysis generates linear func- 
tions (variates ) from each set of variables which 
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maximally correlate with each other (Rc=1). 
The canonical coefficients (weights) of the de- 
pendent function represent the marginal impact 
of the independent function after controlling for 
all other variables in the equation. The canonical 
coefficients of the independent function repre- 
sent the marginal impact on the dependent func- 
tion after simultaneously controlling for all 
other variables in the equation. The importance 
of each variable in terms of its contribution to 
the relationship between the sets can therefore 
be determined. Because of the potential instabil- 
ity of the canonical function coefficients, it is 
suggested that the canonical structure coeff- 
cients (the relation between the original vari- 
ables and the canonical variates to which they 
contribute ) also should be examined (Cooley & 
Lohnes, 1971). 

Three separate canonical correlations were 
conducted: (1) all departments, (2) depart- 
ments characterized as reciprocal task interde- 
pendent, and (3) departments characterized as 
pooled task interdependent. The canonical func- 
tion weights are reported in this study but an 
analysis of the structure coefficients (not re- 
ported) was also conducted. 


RESULTS 


Table 4 shows descriptive statistics pertaining 
to the BRB and performance variables for the 
total sample, and the reciprocal and pooled sub- 
samples. Table 5 presents the Pearson zero- 
order correlations between the budgeting vari- 
ables for the total sample, while Table 6 presents 
the correlations between the performance vari- 
ables. The expectation was that each of the cor- 
relations among the budgeting variables would 
be positive, and that these variables would clus- 
ter in the same positive region of the factor space 
and, therefore, constitute an identifyable class of 


‘Self-rating data were used because they are relatively easy to gather, it is impossible to match data objectively across different 
departments in multiple organizations, and it was important to try to avoid the “halo” effect arising from supervisors’ ratings 
of subordinates (Heneman, 1974; Lawler & Rhode, 1976; Merchant, 1981; Brownell, 1982; Chenhall & Brownell, 1986). 
Despite the latter precaution, it is likely that the performance variables will be highly carrelated because they are sub- 
dimensions of a larger single conceptual construct of effectiveness (Perrow, 1970; Daft, 1986). 
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TABLE 4. Descriptive statistics 





Varlables 


Total sample Reciprocal sample Pooled sample 
(N= 201) (N= 97) (N= 50) 
Mean* SD. Mean SD. Mean SD, 





Budgeting 

1. Required explanation of variances 

2. Reactions to expected budget over-runs 

3. Budget analysis — 

4. Evaluation by the budget 

5. Participation in feedback 

6. influence on budgeting plans 

7. Involvement in budget process 

8. Infrequent interactions with superiors 

9. Infrequent interactions with subordinates 
10. inflexibility and inertia 


Performance 
1. Goal attainment 
2, Quantity 


3. Quality 

4. Morale 

5. Reputation 
6. Efficiency 
7. Innovation 


*Theoretical range: 1-5. 


attributes of budgeting system use. This out- 
come is supported by the data in Table 5.8 
Furthermore, it was anticipated that the per- 
formance variables might be positively corre- 
lated, and this result is also supported by the data 
in Table 6. 

The zero-order correlation coefficients (not 
shown) for the sets of budgeting and perform- 
ance variables, controlling for reciprocal and 
pooled interdependence separately, did not pro- 
duce any exceptions from those of the total sam- 
ple” Also, in addition to the standardized 


2.86 1.02 3.00 0.97 282 . 098 
2.56 0.98 2.48 0.98 2.66 0.95 
3.56 0.87 3.55 0.84 3.65 0.90 
2.59 0.86 2.67 0.88 2.64 0.89 
2.40 1.22 2.48 1.28 2.38 1.22 
3.04 1.18 3.22 117 - 3.00 1.13 
3.18 0.78 3.25 0.74 3.21 0.79 
2.41 0.68 2.45 0.69 2.41 0.76 
2.84 0.99 3.02 0.99 2.75 0.89 
2.55 1.10 2.57 1.06 2.51 1.09 


3.75 0.72 3.74 0.62 3.82 0.83 
3.96 0.71 3.98 0.69 3.92 0.67 
3.86 0.64 3.91 0.58 3.88 0.63 
3.58 0.82 3.59 0.79 3.62 0.81 
3.78 0.78 3.81 0.74 3.74 0.83 
3.75 0.71 3.72 0.66 3.74. 0.69 
3.68 0.87 3.84 0.87 3.62 0.83 


weights which are reported in the following ca- 
nonical correlation analyses, the loadings from 
the structure matrix were examined and no ab- 
normalities were discovered. 


Total sample 

The canonical correlation analysis for the sets 
of budgeting and performance variables from 
the total sample produced one significant func- 
tion (Rc=.52; p<.004), which is shown in the 
first column of Table 7. This correlation is mod- 
erately high and it suggests that budgeting 


®although the individual correlations are not particularly high (the highest being .50), there may appear to be more inter- 
correlation among the variables than one would expect from factors derived through orthogonal varimax roation. It should 
be noted that since the items that comprise any one factor do not all load highly or exchusively on that factor, then their 
correlations with all other items can be significantly greater than zero. Conversely, if item loadings are essentially exclusive 
to one factor then, by; definition, they must not be correlated with other items. The inter-correjations shown in Table 5 reflect 
this, even given that varimax rotations were used which, it again should be noted, only maximize the item projections onto 
the factor axes and do not guarantee unique factors for each ttem. Clearty, then, items which do not uniquely or only load 


on one factor must be correlated with other items. 


POf course, there was not a perfect one-to-one correspondence in the correlations of each sub-sample. Importantly, there 
were no negative correlations. However, these findings should not be taken as prima facte evidence against research question: 
2(2). The individual bivariate correlations have no bearing on the outcome of the standardized canonical coefficients which 
are necessary to evaluate research question 2(a). What is important is the correlation of individual variables while 


considering all otber variables. simultaneously. 
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TABLE 5. Zero-order correlations between budgeting variables for total sample 


Formality of Enabling 
Budgeting variables Measurement and monitor Participation communications change 
I 2 3 4 5 6 Z 8 9 10 


Measurement and monitor 

1. Required explanation 

of variances 1.0 

2. Reactions to expected 

budget over-runs .27* 1.0 

3. Budget analysis ` 5O** 08 10 

4. Evaluation by budget .40°* .19 31°* 10 
5. Participation in 
feedback 36°" 07 19 9 1.0 

Participation 

6. Influence on 

budgeting plans 12 —.11 .23* 12 04 1.0 

7. Involvement in 

budgeting process -33 13 43°* 25" 29° .40°* 1.0 


Formality of communications 
8. infrequent 
interactions with l 
superiors 27" 21° (27° 34 13 23° 24° 1.0 

9. Infrequent 

interactions with 

subordinates 31°* = 06 15 AT7** 28" 28°" 19 13 1.0 


inertia 13 .08 35°* _;26° 01 .40°° 23° a7” 28° 1:0 ° 





TABLE 6. Zero-order correlations between performance variabies for total sample 


Systems Environment Sub-unit 


Performance variables Output goals goals goals goals 
1 2 3 4 5 6 ` 7 


Output goals 
1. Goal attainment 1.0 
2. Quantity .44** 1.0 
3. Quality 34°° .36°* 1.0 


System goals 
4. Morale 38** 14 25°* 10 
Environment poais l 
5. Reputation .38** 15 .54°° 32°" 1.0 
Sub-unit goals 
6. Efficiency 50°* 26" 31°* .42°* 37" 1.0 
7. Innovation ; j .33°* .18* 42°* 28°" A4e* 28°* 10 


"p< .05. 
p< 0l. 
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! | TABLE 7. Canonical correlations results 


Variables 


Predictor set 
Measurement and monitor 
1. Required explanation of variances 
2. Reactions to expected budget over-runs 
3. Budget analysis 
4. Evaluation by the budget 
5. Participation in feedback 
Participation 
6. Influence on budgeting plans 
7. Involvement in budget process 
Formality of communications 
8. Infrequent interactions with superiors 
9. Infrequent interactions with subordinates 
Enabling change. 
10. Inflexibility and inertia 
Criterion set 


Output goals 
1. Goal attainment 


2. Quantity 
3. Quality 
System goals 
4. Morale 
Environment goals 
5. Reputation 


characteristics as a whole are related to the set of 
departmental goals. This finding appears to ans- 
wer research question 1(a) affirmatively. 

An examination of the standardized canonical 
correlation coefficients (i.e. weights) can pro- 
vide an interpretation of how important each 
budgeting and performance variable is in obtain- 
ing the canonical correlation coefficient.of .52. 
The magnitude of the weight indicates the rela- 
tive importance of a variable from one set with 
regard to the other set in obtaining a maximum 


Standardized canonical coefficients 
Task interdependence 
Total sample Reciprocal Pooled 
(Question 1) (Question 2) 
—.55 — 20 — 26 
40 38 23 
02 — 27 30 
15 — 05 20 
16 -— 06 05 
38 22 37 
49 83 08 
—.21 — 35 
26 25 il 
24 10 16 
07 15 — 24 
—- 06 AZ ~~ 21 
—.28 — 28 eas 
—.31 ~.07 ~- 28 
28 — 12 77 
27 .O8 38 
91 1.03 70 
52 58 76 
48 32 11 
70 70 70 
765 473 199- 
.004 -009 .033 


correlation between the sets. However, indi- 
vidual weights cannot be compared across sets. 
Since these variables are standardized in the 
SPSS-x program (that is, variables are converted 
to Z-scores for analysis), these weights are 
analogous to standardized beta coefficients in re- 
gression analysis and, so, each individual weight 
represents the importance of that variable in re- 
lation to the other set of variables considered 
simultaneously. Coefficients which are close to 
zero are unimportant in the relationship regard- 
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less of their sign whereas relatively larger coeffi- 
cients strengthen the overall relationship. ° 
Turning to the weights shown in column 1, in- 
volvement in the budgeting process, influence 
on budgeting plans, and’reactions to expected 
budget over-runs are the budgeting variables re- 
lated most positively to the set of performance 
variables. Simply stated, an increase in any one of 
these three variables would have a positive ef- 
fect on the set of performance . variables. Re- 
quired explanation of variances has the largest 
negative coefficient; thus, increases ‘in this vari- 
able impact negatively on the set of performance 
variables. The negative coefficient in this case is 
not too surprising, given that budget allocations 
are normally assumed to be invariant and ex- 
traordinary procedures are required to fund de- 
ficits. Also, infrequent... interactions with 
superiors has a moderately negative effect on 
performance: By implication, ‘this infringement 
on autonomy may be occasioned:by Crises situa- 
tions, such as the need for ‘additional funding 
which call for negotiations and interactions with 
higher levels of authority.'' The remaining vari- 
ables in the BRB set are relatively less important 
to the overall relationship; in fact, budget analy- 
sis appears not to be important at all. F 
Focusing on- the performance: variables, inno- 
vation is the vatiable most positively influenced 
by the set of BRB variables. Efficiency and repu- 
tation are also positively influenced but the rela- 
tionship is weaker. Quality and morale are the 
performance variables most negatively im- 
pacted by the BRB. variables. This outcome im- 
plies that the budgeting system characterized by 
the set of BRB variables contributes to an ad- 
verse effect on both quality and morale. Finally, 
the goal attainment and quantity.coefficients are 
close to zero. which means that these variables: 
are.unimportant to the overall relationship. 
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‘Thus, in response to research question 1(b),. 
these findings indicate that individual budgeting 
characteristics are not equally important in rela-. 
‘tion to the set of performance characteristics 
nor are the individual performance characteris- 
tics equally important in relation. to the set or 
budgeting characteristics. 


RE roni task Hie enieh e 
The canonical correlation analysis between 
the sets of budgeting and performance variables 
produced one significant function (Rc=.58; 
p<.009:) in the context of reciprocal task inter- 
dependence. The standardized weights.for each 
set of variables are shown in column 2. of Table 7. 
Except for reactions to budget over-runs, the 
variables which comprise the measurement and — 
monitoring budgeting characteristics have nega- 
tive coefficients and, therefore, they are in- 
versely related to the set'of performance charac- 
teristics. Participation, due to.the high weighting 
of the involvement in budget process variable, is 
the budgeting characteristic most positively re- 
lated to the set of performance characteristics. 

. The formal communications characteristic re- 
quires a more subtle interpretation. The variable 
pertaining to subordinates is moderately posi- 
tive and, thus, suggests that less interactions con- 
tribute positively to the set of performance 
characteristics. However,: the ‘variable pertain- 
ing to superiors has the largest negative coeffi- 
cient in the BRB set. The inference here is that as 
less interactions occur with superiors, perform- 
ance is negatively affected: Finally, the enabling 
change characteristic has the least positive influ- 
ence on performance. . .- 3 

The performance characteristic öl sub-unit. 
goals, especially as reflected by the innovation 
variable, is very highly. influenced by the set of 
E ina eae ae 


"4 Brice Ss 


ie onens Goan ie = Ceti et ae eee ie 

constrained to plus or minus one. The SPSS-x program which we employed standardizes (i.e. zero mean and unit variance) 

all of the raw input variables and constrains the standardized canonical coefficients to a range of — 99 to +99 which is deemed 
to be extremely generous. 

“Bxpost discussions with twelve rindomly selected controllers from the organizations sampléd confirmed that budget 

te WAA ea aaa basia adl a Tue reg ce arcs a depakeote ooy aes as dad 

special approval. 


236 


quality is negatively associated with BRB. Rela- 
tively speaking, the other performance charac- 
teristics are not very important in the overall re- 
lationship. 


Pooled Task Interdependence 

The canonical correlation analysis between 
the sets of budgeting and performance variables 
produced one significant function (Rc=.76; 
p<.033) in the context of pooled task inter- 
dependence. Since the square of the function 
correlation coefficient defines the amount of 
variance explained in the relationship between 
the two sets of variables, a comparison between 
the pooled and reciprocal correlations indicates 
that the former explained 58% of the total var- 
iance while the latter only explained 33% . These 
findings do not provide affirmative support for 
research question 2(4). 

The canonical: weights reported in column 3 
of Table 7 indicate that formality of communica- 
tions, particularly due to the high weighting on 
the infrequent interactions with superior vari- 
able, is the budgeting characteristic with the 
highest positive influence on the set of perform- 
ance characteristics. Moreover, the other three 
budgeting characteristics also have a positive, 
but relatively less, influence on performance. 
Turning to the performance characteristics, en- 
vironmental goals and sub-unit goals have a 
strong positive relationship with the set of 
budgeting characteristics. Similarly, the per- 
formance characteristics of output and systems 
goals are influenced in the opposite manner. 

It is apparent that there is a shift in the pattern 
of canonical coefficients for the budgeting 
characteristics reported in column 3 of Table 7 
in comparison to those in column 2 in terms of 
their influence on the set of performance charac- 
teristics. Similarly, the pattern of the perform- 
ance characteristics’ coefficients reported in 
column 3 is not the same as that reported in col- 
umn 2 in terms of how they are influenced by the 
set of budgeting characteristics despite the ap- 
pearance of some degree of congruence be- 
tween them. These observations do not support 
research question 2(b); however, two non- 
parametric statistical tests can help shed addi- 


JOHN J. WILLIAMS et ai 


tional light on this comparison. 


Additional analysts 

Due to the lack of any known theoretical dis- 
tribution underlying the canonical correlation 
coefficients, a Spearman rank correlation test 
was conducted on the ten pairs of canonical 
coefficients in columns 2 and 3 for the budgeting 
variables to determine whether there was a çon- 
sistent ordering between them. The value of the 
coefficient of rank correlation R was -.22 
(p>.10; n=10) which indicates the absence of 
the same ordering between these variables, at 
least for this data. That is, the pattern of the 
budgeting coefficients is different between the 
two types of task interdependency. Similarly, for 
the set of performance coefficients R was .50 
(p<.10; n=7). This finding suggests that there is 
a consistent ordering between the performance 
variables for the two types of task interdepen- 
dency. Collectively, these results show that dif- 
ferent patierns of budget-related behavior, de- 
pending upon the task context, are associated 
with similar patterns of performance. 

It is also appropriate to inquire whether the 
magnitudes of the coefficients in columns 2 and 
3 are different as opposed to differences in their 
ranking. This analysis was carried out at a more 
aggregate (Le. characteristic as opposed to vari- 
able) level based on the coefficients reported in 
Table 7. First, an average coefficient was calcu- 
lated for each of the four categories of budgeting 
and performance characteristics. Next, the aver- 
age coefficients from columns 2 and 3 for the 
four budgeting characteristics were ranked to- 
gether. The same procedure was applied to the 
average coefficients from columns 2 and 3 for 
the four performance characteristics. A Wilcox- 
on signed-ranks test (Siegel, 1956) was con- 
ducted separately for these two rankings to de- 
termine whether there was a sequential order- 
ing of magnitude between them. 

The statistic T, was 13 (p=.10; n=4; m=4) 
for the budgeting characteristics which indi- 
cates a sequential ordering, at least for this data. 
This result suggests that the canonical coeffi- 
cients for the budgeting characteristics are gen- 
erally higher under pooled than under recip- 
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rocal task interdependence. For the perform- 
ance characteristics, T, was 17 (p>.10; n=4; 
m= 4). This result suggests that there is no differ- 
ence in the magnitude of the canonical coeffi- 
cients for the performance characteristics for re- 
ciprocal and pooled task interdependence. In 
sum, both non-parametric tests yield com- 
plementary, yet consistent results. The pattern 
of canonical coefficients, at either the variable or 
characteristic level of analysis, under pooled and 
reciprocal interdependence is not the same and 
this finding provides no affirmative support for 
research question 2(b). The interpretation of 
these different patterns is deferred to the discus- 
sion section. 

Finally, whether canonical loadings or 
weights are utilized for interpretation purposes, 
their stability can be problematic due to multi- 
collinearity (Cooley & Lohnes, 1971). Although 
the product-moment correlations among the 
budget-related behavior variables were much 
lower than the intercorrelations among the per- 
formance variables in each separate analysis,'* 
there was concern that the canonical coeffi- 
cients which are reported in Table 7 might not 
be stable. For each analysis, therefore, the sam- 
ples were randomly split in half and separate ca- 
nonical analyses were conducted. The product- 
moment correlations were .99 and .88 for the 
pooled samples, .69 and .84 for the reciprocal 
samples, and .60 and .67 for the total samples. 
These relatively high correlations in all three 
analyses provide some evidence of weight stabil- 


ity. 


DISCUSSION 


The purpose of this paper was to report on an 
empirical study of managers’ budgetary be- 
havior and departmental performance in public 
sector organizations. Previous research has 
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suggested that task interdependence is an im- 
portant contextual variable ( Hayes, 1977; Otley, 
1980; Macintosh & Daft, 1987) which may influ- 
ence the nature or pattern of the BRB/perform- 
ance relationship. The investigation utilized ca- 
nonical correlation analysis under conditions of 
pooled and reciprocal task interdependency in 
order to transcend the partial glimpse of the 
structure involved in the total data matrix that 
would be available from single or multiple corre- 
lation analyses. Following Levine (1977, p.26), 
Figs 2 and 3 diagrammatically illustrate the 
synthesis of individual variables into a hierarchi- 
cal clustering (or gestalt) which emerges under 
these two task conditions. In order to facilitate 
the discussion of the results, only variables with 
standardized weights greater than .25 are in- 
cluded. 


Reciprocal interdependence 

Figure 2 indicates a fairly substantial relation- 
ship between the BRB and performance variates 
for the reciprocally interdependent depart- 
ments (Rxy=.58). Innovation and quality are 
the performance variables most highly related to 
the BRB variate. The high loading for innovation 
was surprising, but the importance of innovation 
appears to. conform with the organizational 
theory literature.” Thompson (1967, p.18), for 
example, explains that success for these depart- 
ments “rests, in part, on the availability of all the 
capacities potentially needed, but equally on the 
appropriate custom combination of selected 
capacities as required by the individual case or 
project.” And Mintzberg (1979, p.443) em- 
phasizes that in the “adhocracy” (an organiza- 
tional form that mirrors Thompson’s reciproc- 
ally interdependent units) “the central pur- 
pose... is to innovate” and the results of its efforts 
“can never be predetermined”. The de-emphasis 


‘on quality is not predicted in the literature, but 


may not be so surprising in retrospect. One exp- 


"One AOS reviewer brought to ow actin Gat thi pattern of intercorrelation could be dueto the eof fctor analysis 


in the case of BRB, but not in the case of performance. 


‘Interestingly, after our analyses were completed, spokespersons for two of the organizations sampled in this study indicated 
through public media that emerging problems would be resolved by #inovative means because additional resources simply 


were not available. 
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Performance Variables 


Innovation 





Quality 


Fig. 2. Diagrammatic summary of the canonical analysis for reciprocal interdependence. ` 


BRB Variables 


Performance Variables 


Reputation 





Fig. 3. Diagrammatic summary of the canonical analysis for pooled interdependence. 


lanation is that when innovation looms large, 
quality goes by the wayside. A case in point is 
one of our research sites, a psychiatric unit for. 
school children with learning disabilities. The 
goal of the unit, one way or another, is to get the 
children to the stage where they cope under 
classroom conditions. In another site, the 


emergency ward of a regional hospital, the im- 
mediate goal is to save the patient’s limbs or life. 
Both units feature reciprocal interdependence; 
where innovation looms large, quality is secon- 
dary. 

Figure 2 also highlights involvement in the 
budget process, reacting to expected budget 
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over-runs, and interacting with superiors’ as 


contributing positively to the BRB variate while 
budget analysis contributes negatively. This con- 
figuration also seems to be anticipated by the lit- 
erature. Mintzberg (1979, pp.432—433), for 
example, argues that the “innovative organiza- 
tion cannot rely on any form of standardization 
for co-ordination... it must avoid all the trappings 
of bureaucratic structure, notably sharp divi- 
sions of labor, extensive unit differentiation, 
highly formalized behavior and an emphasis on 
planning and control systems.” Thus the formal 
aspects of budgeting systems, such as analysing 
budget variances, would not loom large but be- 
haviors associated with shifting accounts, dis- 
cussions with superiors, and particularly in- 
volvement in the budget process, since most de- 
partments rely on budget negotiations for fund- 
ing, would be features of budgetary behavior 
that are the most appropriate. Coordination here 
is handled, not so much by formal planning and 
control systems but, rather, by ad boc mutual ad- 
justment and feedback from both the various 
units involved and from the object itself 
(Thompson, 1967). These significant features of 
BRB also support Govindarajin’s (1984) conclu- 
sion that more uncertainty lessens the reliance 
placed on formula-based monitoring and evalua- 
tion. And they are consistent with Hayes’ (1977) 
observation that budgeting systems which are 
located in the context of high interdependence 
tend to place less emphasis on current detailed 
data for coordination and measurement of ac- 
tivities. 


Pooled interdependence 

Figure 3 indicates a significant relationship be- 
tween the BRB and performance variates for the 
pooled interdependent departments (Rxy = 
.76). The performance variables positively as- 
sociated with the BRB variate are reputation, in- 
novation, and efficiency. In support of this find- 
ing, the organizational theory literature stresses 
that standardization is the key feature of pooled 
interdependence (Thompson, 1967; Mintzberg, 
1979; Daft, 1986). The emphasis on standardiza- 
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tion and bureaucratization provides a plausible 
rationale for the pattern of the performance var- 
iables that emerge as important in Fig. 3. Regard- 
ing reputation, Thompson (1967, p.95) points 
out that “where interdependence is controlled 
through rules, such units are measured in terms 
of adherence to or deviation from rules.” A de- 
partment earns a positive reputation with im- 
portant external constituents, including 
superiors, by following the rules and conforming 
precisely to standardized methods. Thompson 
(1967, p.94) also points out that efficiency is im- 
portant in this domain: “Where task environ- 
ments are relatively stable or well buffered and 
knowledge of cause and effect belief reasonably 
complete, organizations under rationality norms 
seek to account for interdependence and.to as- 
sess each unit in efficiency terms.” 

The positive coefficient for innovation, how- 
ever, requires special attention as it seems on the 
surface to run contrary to the widely accepted 
notion that bureaucracies, particularly public 
sector ones, are generally rigid, slow to change 
and not innovative (Bennis, 1966; Zaltman et al., 
1973). Yet, as Daft & Becker (1978) unexpec- 
tedly discovered, innovation was a key variable 
in public sector organizations. In their study of 
public school systems, the budget variable (ex- 
penditures per pupil) proved to be highly corre- 
lated with innovations. They point out that 
(1978, p.199) “getting a system to the point 


_where it is an innovative one is the difficult and 


expensive part.” They also relate reputation to 
innovations (1978, pp. 201-202): “In order for 
the district to be forward and progressive... the 
administrator role has to be a direct one, scan- 
ning the external environment for new develop- 
ments and introducing those developments that 
are promising.” What this probably means is that 
successful innovations, funded through budgets, 
enhance reputation at the departmental level. 
The process may even be self-fulfilling as units 
with a high reputation, due to their innovative- 
ness, are looked upon favorably at budget fund- 
ing time. 

The de-emphasis on quality also may be partly 


'*This interpretation allows for the minus sign associated with the variable “infrequent interactions with superiors”. 
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explained as a result of the predominance of 
standardization. ` Daft (1986), in citing 
McDonald’s as an archetypical case of pooled in- 
terdependence, observes that McDonald’s does 
not strive for the best quality, but rather bases its 
success on product uniformity and consistency. 
Along similar lines, a public sector illustration is 
a federal air traffic control unit where standardi- 
zation of the controllers’ behavior is essential for 
communication with planes from different air- 
lines and nations. ‘The aim is to get the planes in 
and out of the airport, not to orchestrate perfect 
landing and takeoffs. The negative coefficient for 
morale is less straightforward. In the canonical 
analysis for the total sample (see Table 7, col- 
umn 1), morale also emerges with a negative 
weight. A plausible explanation is that budgetary 
behavior in the public sector in general for the 
past decade has featured chronic budget cut- 
backs, often spurred on by new analytical pro- 
grams such as ZBB. Such conditions could well 
mitigate against morale and- indeed quality as 
well. In fact, air traffic controllers in North 
America report that morale is at a low ebb and 
warn of the constant possibility of large scale 
calamities at airports. 

Figure 3 also identifies four BRBs that are as- 
sociated with the performance variate (y), and 
suggests that the traditional measuring and 
monitoring variables are not, in the main, im- 
portant in the analysis. This latter finding makes 
some sense in light of March & Simon’s (1958) 
argument that under routine and stable condi- 
tions, standardization and pre-programmed re- 
sponse to clients or raw materials replace 
scorekeeping as the major means of control. The 
infrequent budgetary interactions with 
superiors is consistent with Van de Ven et al’s 
(1976) finding that for pooled interdependent 
departments meetings (both scheduled and un- 
scheduled ) were much the least used form of co- 
ordination while rules and plans were relied on 
heavily. The implication for our results is that 
the emphasis on rules and plans for control miti- 
gates the need for direct communication with 


superiors. '? 


See footnote 14. 
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The emphasis on standardization, plans, rules, 
and pre-programming may also help explain the 
emergence of “influence on budgeting plans” 
and “budget analysis” as important BRB charac- 
teristics in pooled interdependent departments. 
Paying attention to budget details, variances, and 
influencing budgeting plans are aspects of 
budgeting that could likely enhance one’s repu- 
tation as a manager whose department conforms 
to rules, meet plans, and executes pre-deter- 
mined search programs. Finally, the negative 
coefficient associated with explanation of var- 
iances probably means that in public sector or- 
ganizations budget over-runs are not permitted 
or that they are handled on a supplemental 
budget appropriation. This speculation is partly 
supported by the negative coefficient on this 
variable for the canonical analysis for the total 
sample as in Table 7. As well, since public sector 
organizations tend to feature discretionary cost 
centers (Anthony & Young, 1984), budget var- 
iance analysis may be of little use as they do not 
signal either good or poor performance, merely 
that budget allocations for specific accounts 
were or were not spent. 

These overall findings and interpretations, 
however, need to be evaluated within several 
limitations which are apparent in our research 
design. One, of course, is that the generation of 
the BRB variables through factor analysis may 
have been spurious and accidental. Another de- 
sign problem is that the identification of decen- 
tralized, but structured, administrative depart- 
ments was done on the basis of self-selection and 
these attributes were not measured directly or 
tested statistically. Consequently, errors of judg- 
ment could have biased the results. 


CONCLUSION 


At a broad level, the findings of this study pro- 
vide evidence in support of the contingency no- 
tion of a fit between budgeting behavior and de- 
partmental performance in the. context of task 
interdependency. Different patterns of import- 
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ant BRB/performance variables appear under dif- 
ferent types of work tasks and their marginal 
contributions to the total relationship may be 
positive or negative, a feature which is unex- 
posed in more traditional statistical analysis. It 
was also encouraging to find the operationalized 
BRB characteristics represented by a limited 
number of factors (i.e. variables) once the di- 
mensionality of the behavioral questionnaire 
items was reduced. While it was beyond the 
scope of this study to specifically compare the 
public and private sectors, the factors which 
describe the theoretical constructs of budgeting 
behavior for our data base tend to coverage on 
those factors found in private sector data bases. 
The inference here is that there may be a univer- 
sal set of BRB factors which apply with equal 
facility to both sectors, but that particular com- 
binations dominate’ depending on the state of 
other organizational variables. This is a rich 
foundation for future research. 

One major impediment in the past decade to 
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progress in organizational theory based manage- 
ment accounting and control research has been 
the inability to articulate an appropriate match- 
ing of specific configurations of accounting sys- 
tems with configurations of organizational con- 
textual properties and performance attributes 
(Macintosh, 1985).'° Canonical correlation 
analysis, importantly, is designed specifically to 
investigate the relationship of combinations of 
dependent variables to combinations of inde- 
pendent variables and to identify the most im- 
portant variables in the relationship. Thus, it en- 
ables the researcher to analyse the structure of 
the relationship between sets of variables in 
terms of many-to-many patterns, not merely a 
one-to-one pattern as for simple correlation 
analysis or even one-to-many as for regression 
studies. This feature makes canonical analysis an 
attractive methodology for further studies inves- 
tigating the patterned problems posed to ac- 
counting systems designers in the face of differ- 
ing contextual properties. 
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APPENDIX A: BUDGET BEHAVIOR QUESTIONNAIRE (ITEMS) 


$ 


1, I start preparing the budget for my unit before I am asked to. 
2. I spend time outside of normal working hours preparing the budget for my unit. 
3, Lam not able to spend as much time as I would like preparing the budget for my unit. 
4. L work with my superior in preparing the budget for my unit. 
5, I work with my subordinates in preparing the budget for my unit. 
6. I work with other unit heads in preparing the budget for my unit. 
7. L work with financial staff people in preparing the budget for my unit. 
8. I am consulted about special factors I would like to have included in the budget being prepared. 
9. New budgets include changes I have suggested. 
10. The budget is not finalized until I am satisfied with it. 
11. Preparing the budget for my unit requires my attention to a great number of details. 
12. I am reminded of the importance of meeting the budget for my unit. 
13. I am evaluated on my ability to meet the budget for my unit. 
14. I have difficulty meeting the budget for my unit. 
15. I am shown comparisons of actual and budgeted performance for other units. 
16, My explanation of budget variances is included in performance reports. 
17. I investigate favorable as well as unfavorable budget variances for my unit. 
18. I go to my superior for advice on how to achieve my budget. 
19. I am required to prepare reports comparing actual results with budget. 
20. My methods of reaching budgeted performance are accepted without question by my superior. 
21. My methods of reaching budgeted performance are accepted without question by my subordinates. 
22. My superior calls me in to discuss variations from the budget. - l 
23. My superior accepts my explanation of budget variations in my unit. 
24. My superior expresses dissatisfaction to me about my efficiency as a manager. 
25. My superior mentions budgets when talking to me about my efficiency as a manager. 
26. I ask for assistance from staff departments concerned with budgeting. 
27. lam required to submit an explanation in writing about causes of large budget variances. _ 
28. I use the budget to plan activities in my unit. 
29. I am required to trace the cause of budget variances to groups or individuals within my unit. 
30. I personally investigate budget variances in my unit. 
31. L evaluate my subordinates by means of the budget. 
32. I am required to report actions I take to correct causes of budget variances. 
33, I find it necessary to stop some activities in my unit when budgeted funds are used up. 
34. I find it necessary to charge some activities to other accounts when budgeted funds for these activities 
have been used up. 
35, I have to shift figures relating to operations to reduce budget variances. 
36. Budget matters are mentioned in informal conversations. 
37. I express my opinions on budget matters. 
38. I offer suggestions for the improvement of budget systems. 
39. The budgeting system is changed in accordance with my suggestions. 
40. I discuss budget items when problems occur. 
41. The budget enables me to be more flexible. 
42. The budget enables me to be more innovative. 
43. The budget enables me to keep track of my success as a manager. 
44, The budget enables me to be a better manager. 
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APPENDIX B: INTERDEPENDENCIES WITH OTHER DEPARTMENTS 


The following diagrams represent three common patterns of the way work flows through organizations. 
Please indicate the extent to which cach of the following diagrams describes the movement of work 


between your department and other departments in the organization. Think of your department as the one 
in the middle with the cross (X). Use the following 5-point scale: 

1. to a very little extent 

2. to a little extent 

3. to some extent 

4, to a great extent 

5. to a very great extent 


Score 

1. Independent work flow. The first case is independent work flow, where work enters or leaves your 
unit without moving to or from the other parts of the organization. For work handied in this manner your 
unit is pretty well self-contained. 


Work enters organization 





e 
Your Unit Work leaves organization 


2. Sequential work flow, The second case is sequential work flow. In this case work moves to or from 
your unit in one direction only. Work is not exchanged back and forth with other units. 


Work enters 


Work leaves 


3. Reciprocal work flow. The third case is reciprocal work flow, in which work flows in a back and forth 
manner (in the directions) between your work unit and others. People from your unit and other units 
collaborate and work at the same time as a group to get the job done. 


Work enters 


Work leaves 


246 JOHN J. WILLIAMS et al. 
APPENDIX C: DEPARTMENTAL PERFORMANCE RATING 


In the relation to other comparable organizational units, how did your unit rate on each of the following 
factors during the past year. 


Somewhat Somewhat 
Farbelow below About above Far above 
average average average average average 
a. The quantity or amount of work produced? 1 2 3 4 5 
b. The quality or accuracy of work produced? I 2 3 4 5 
c. The number of innovations or new ideas 
introduced by the unit? 1 2 3 4 5 
d. Reputation for work excellence? i 2 3 4 5 
e. Attainment ofunit production or service goals? 1 2 3 4 5 
£ Efficiency of unit operations? 1 2 3 4 5 
g 1 2 3 4 5 


Morale of unit personnel? 
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TOWARDS A THEORY OF SOCIAL INVESTMENT: A REVIEW ESSAY* 
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Abstract 


This paper critically evaluates an attempt by the American sociologist Bruyn to develop a conceptual 
foundation for social investment policy and research. Major reservations expressed centre on the 
employment of a definition of social investment in terms congruent with the tenets of market ideology. 
Attention is also drawn to the naive apolitical stance adopted and a discerned tendency to resort to 
unjustified assertion in place of rigorous analysis. Aspects of the framework advenced are nevertheless 
considered to merit further attention by researchers, notably the emphasis on the local community as the 
ultimate focus for decision making and the need to investigate more fully pension fund investment strategy 


and information needs. 


An emphasis on private wealth maximization in 
measuring organizational performance, together 
with a passive acceptance of the existing social 
and political context of corporate reporting, has 
underpinned much academic accounting and fi- 
nance research activity (Cooper & Sherer, 1984; 
Tinker, 1985 ). Even in the development of Cor- 
porate Soctal reporting (CSR ) a major theme has 
been to view the disclosure of social information 
as merely an extension of financial reporting to 
profit seeking investors (Gray et al, 1988). 
Thus, since the early 1970s, a number of studies 
have been carried out which focus on the rela- 
tionship between social responsibility measures 
of various types and economic or stock market 
performance of companies (see Ullman, 1985; 
Mathews, 1987). Such a focus is profoundly dis- 
turbing for thosé who consider that aspects of 
corporate performance beyond the purely 
financial are worthy of attention, and that CSR 
has a potentially major role to play in promoting 
accountability towards a corporate consti- 


tuency wider than that of the speculative inves- 
tor alone. 

Shareholders, as involved owners rather than 
mere speculators, may nevertheless have a role 
to play in the development of CSR and an as- 
sociated widening of corporate accountability. 
The rise to some prominence of the “ethical” in- 
vestor, as witnessed by the introduction and 
continued growth in recent years of socially re- 
sponsible mutual funds/unit trusts in both the 
United States and United Kingdom, reinforces 
this point.’ Indeed, Rockness & Williams (1988) 
have argued that 


an understanding of the actual investment policies, infor- 
mation needs and information sources of these funds is an 
essential step in the development of social accounting (p. 
398). 


In the context of information needs and 
sources it is interesting to note the reliance on 
company annual reports by ethical investors in 
making investment decisions, despite their 


*The author would like to acknowledge the helpful comments of Chris Cowton, Rob Gray, George Harte, Anthony Hopwood, 
Keith Maunders, Peter Miller and Peter Moizer on an carlier draft of this paper. 


‘Rockness & Williams indicate that U.S. funds, many of which were founded in the early 1970s, have grown significantly in 
recent years to the extent that they had assets totalling over $50 billion in 1986. Developments in the U.K. have been of a 
more recent nature with the first fund established, Friends Provident’s Stewardship Fund, entering the field in June 1984. 
Nevertheless by the end of 1988 fourteen funds were in existence reporting total assets of £144 million, with a growth in 
money invested of approximately 50% during that year (EIRIS, 1989). 
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awareness of major deficiencies in the provision 
of data on corporate social performance within 
such documents (Wokutch & Fahey; 1986; 
Rockness & Williams, 1988). These deficiencies 
are such that Rockness & Williams are led to 
conclude that availability of pertinent informa- 
tion on social performance, rather than fre- 
quency of negative criteria, is the underlying fac- 
tor in excluding firms from social performance 
portfolios. Decision-making in terms of portfolio 
selection is further hampered by annual report 
social information being, at best, not directly re- 
lated to actual performance, and indeed at times 
positively misleading (Ingram & Frazier, 1980; 
Wiseman, 1982; Rockness, 1985). Furthermore, 
there is, in the U.K. at least, some evidence that 
fund managers are unaware of alternative 
sources of information that may prove useful to 
them (Ward, 1987). 

Rockness & Williams identity an emerging 
consensus on the primary characteristics of so- 
cial performance amongst the fund managers 
they surveyed. They list six performance factors 
— environmental protection; equal employ- 
ment opportunity; treatment of employees; busi- 
ness relations with repressive regimes; product 
quality and innovation; and defence contracting 
— as investment criteria for a majority of mana- 
gers.” It is reasonable to suppose that, as a user 
group, such ethical investors may therefore be 
expected to support moves towards improving 
disclosure practice in the above areas. 

Going beyond the purely accounting disclo- 
sure aspect, more fundamental questions to be 
considered concern the extent to which the 
ethical funds are introducing a moral, as op- 
posed to a purely financial, aspect to “social” in- 
vestment. As they grow in size one can ask 
whether, and to what extent, the ethical funds 
will attempt to influence the direction of com- 
panies in which they invest towards a wider so- 
cial accountability (EIRIS, 1987). 
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The ethical funds operate in the financial mar- 
ket place and thus compete for funds. Much has 
been made of the financially prudent nature of a 
socially responsible approach to investment 
(Ward 1986). To what extent, then, can we con- 
sider ethical funds that emphasize profit per- 


- formance as well as social concerns to be “in- 


volved” owners?” Moore (1988), for example, 
argues that ethical investment implies a concept 
of partnership, fostered by a two-way flow of in- 
formation. between investors and those enter- 
prises that have been invested in. Furthermore, 
for such a concept to have any credence it means 
sharing in both the successes and failures — and 
secirig that reflected in the return. He suggests 
that 


Ethical Unit Trusts, by their very nature, seek, by specula- 
tion, to extract maximum profit from their portfolio of 
shares, and cannot, again by their nature, take the respon- 
sibility of ownership seriously. As such they, and other 
forms of speculating in shares, cannot fall within a defini- 
tion of ethical investment (p. 13). 


There is a further problem in regarding ethical 
funds as involved owners. Ethical funds typically 
do not invest in companies that fail to meet their 
social criteria, or they disinvest from companies 
whose activities become unacceptable rather 
than attempt to actively change company policy 
(as have proponents of the social proxy move- 
ment which arose in the United States in the late 
1960s and early 1970s (Domini & Kinder, 
1984)). A recent survey conducted amonst thir- 
teen U.K. funds by the Ethical Investment Re- 
search Service (EIRIS, 1989), for example, found 
that just one fund directly attempted to influ- 
ence company policies, and that only three un- 
equivocably stated that their policy was to in- 
form companies from which they had disin- 
vested of the reasons for their decision. Such 
practices contrast starkly with the approach to 
ethical investment propounded by Simon et al 


U.K. fund managers, at least from a scrutiny of promotional material, appear to exhibit similar concerns although they also 
place a major emphasis on avoiding investments in companies involved in the alcohol and tobacco industries or with interests 


in gambling. 


3One U.K. fund, for example, has run an advertising campaign over the past couple of years featuring headlines such as: 


“72% Clear profit. 100% clear conscience” 
and “Profit doesn’t have to be a dirty word”. 
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(1972). Whilst calling for portfolio purchases 
based solely on maximum return principles, this 
approach also affirms the prima facie obligation 
of all citizens, both individual and institutional, 
to avoid and correct self caused injury, an obliga- 
tion they term a “moral minimum”. Thus, 
“where the individual shareholder fails to do what he or 
it reasonably can do to seek to bring about corrective 
action by the shareholders as a group, that individual 
shareholder contributes — however fractionally — to 
the continuation of the corporate wrong. The sharehol- 
ders’ own vote or voice may well have been ineffective, 
but to fail to use it at all — to fail to test it — amounts to 
participation in the injurious practice (p. 57). 


In applying this general principle, various forms 
of shareholder activism are preferred to disin- 
vestment, or initial refusal to invest, on the 
grounds that they at least permit the isolation, 
and possible correction, of specific corporate ac- 
tivities. 

These questions concerning the fundamental 
principles under which ethical investors operate 
take us to the heart of the largely unexplored 
conceptual basis of social investing. They be- 
come worthy of further exploration when we 
consider the wider spectrum of the social invest- 
ment scene beyond ethical funds. Mention has 
already been made of the social proxy move- 
ment in the United States which has grown to the 
extent of proposing over two hundred social re- 
sponsibility resolutions in 1983, covering such 
issues aS weaponry, anti-union activities and 
South Africa, compared with just two resolu- 
tions in 1973 (Domini & Kinder, 1984). Groups 
proposing such shareholder resolutions include 
both charitable and political organizations to- 
gether with, increasingly, institutional investors. 

Particularly prominent amongst the institu- 
tional investor group are pension funds which 
have witnessed a remarkable increase in the 
market value of their assets over the past ten 
years on both sides of the Atlantic. Bruyn 
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(1987), for example, points out that in the Un- 
ited States pension beneficiaries own over 50% 
of corporate stock and will become the primary 
owners of all major corporations in the 1990s. A 
number of U.S. trade unions are showing an in- 
creasing interest in the social ramifications of 
pension fund investment, most notably the Cen- 
tral American Union Federation AFL-CIO which 
has established a national committee to develop 
social criteria for investing its pension funds. Ad- 
ditionally, thirty one states have undertaken so- 
cially targeted pension investment for economic 
development. In the United Kingdom the 
Trades Union Congress has also been prominent 
in encouraging pension fund trustees to take an 
active interest in shaping investment criteria 
(Schuller, 1986) and a financial institution spon- 
sored by trade unions, Unity Trust, concerned 
with domestic investment geared to job crea- 
tion, was established in 1984. 

Other indications of a growing trend towards 
social investment include the establishment of 
nationwide organizations promoting its prac- 
tice, for example the Clearinghouse on Alterna- 
tive Investments, formed by a number of church 
groups in the United States in 1985, and the Pen- 
sions and Investment Resource Centre, estab- 
lished in the U.K. in 1986 by a number of local 
authorities and trade unions to provide indepen- 
dent investment policy advice to trustees. Addi- 
tionally, an increasing number of support groups 
provide information and research back-up for 
social investors. The Council on Economic 
Priorities in the U.S. and the Ethical Investment 
Research Service in the U.K. provide but two 
examples here. In discussing at some length 
these and other developments in social invest- 
ing, the American Sociologist Severyn T. Bruyn 
concludes that what now appears as a trend in 
the 1980s may become a “social movement” in 
the 1990s.’ However he also quite rightly points 
out that: 


‘For further details of institutional involvement in social investment in the United States, see Bruyn (1987). 


“Amongst other developments in the United States covered by Bruyn are the increased interest shown by State and local 
governments in promoting public-private partnership community projects, which he considers as an example of the 
development of a “Social Sector”, and an increased interest on the part of social investors in evaluating whole industries rather 


than merely focusing on individual corporations. 
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There is no systematic theory guiding these separate ef- 
farts to utilise social criteria for investments, and almost 
no empirical research on the issues. The problems in the 
field have yet to be clarified and formulated for systema- 
tic criticism. Indeed, there is need for developing a social 
science of investment that can track and study these new 
eat neg E 2). 


The task he sets himself in his book (The Field of 
Soctal Investment, 1987) is to develop such a 
social science, and to offer a conceptual founda- 
tion for investment policy and research. It is 
upon the thesis Bruyn develops that we shall ac- 
cordingly focus critical attention in the remain- 
der of this review essay. 


TOWARDS A THEORY OF SOCIAL 
INVESTMENT: THE CONTRIBUTION OF 
| BRUYN 


Bruyn centres his analysis on the fundamental 
proposition that whilst social investors are es- 
sentially concerned with issues of social: de- 
velopment, they remain steadfastly committed 
to economic development and financial returns 
on their investment. Indeed, he suggests that 


Social and economic values can be maximised together, 
and this creative synergism is the practical direction 
taken by social investors today (p. 12). 


His primary aim.is to develop what he terms a 
normative theory applicable to the private sec- 
tor of business, where social investment is un- 
derstood to be the allocation of capital to ad- 
vance the social and economic well penig of 
people. 

On surveying the various practices of diverse 
groups of social investors, both those investing 
directly in non-profit or socially structured cor- 
porations together with those investing in profit 
seeking enterprises listed on the stock ex- 
changes, Bruyn argues that the seeds of a theory 
of investment are slowly emerging, a theory that 


takes into account the values of democracy and . 
justice in a free enterprise system. He goes on to | 


develop a conceptual framework to account for 
these observed practices and suggests that this 
framework may be utilized for future empirical 
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research, as well as enabling critical assessments 
of investment practice to be undertaken. 

The conceptual framework Bruyn puts for- 
ward views the economy as an institutional part 
of society rather than as a separate entity lacking 
social foundations. The investor is held to be in- 
volved in the development of a social economy 
designed to promote human values and institu- 
tions as well as self interests. This social 
economy is essentially concerned with the 
human organization of production and alloca- 
tion of goods and services. The overriding aims 
of social investment are regarded as twofold. 
First, to advance the human factor by promoting 
self governance at every level of command 
hierarchy in the economy. The achievement of 
higher levels of self governance requires the es- 


tablishment of supporting systems of social ac- 


countability, human equity, and the increase of 
responsible participation of labour in the gover- 
nance of the economy. Towards this latter end, it 
is suggested that investment policy is best di- 
rected towards decentralizing authority in the 
firm, particularly via funding experimental steps 
towards employee self-management. Second, to 
promote industrial self-governance by . en- 


- couraging the establishment of self-regulatory 


patterns among competing stakeholders, hence 
transferring the regulatory powers of govern- 
ment to private industry whilst maintaining a 
productive free enterprise system. Particularly 
important in this context is the role of opposing 
social federations (such as trade and consumer 
associations ) in promoting systems of accounta- 
bility among organizational stakeholders. 

In sum, a concept of the private sector as so- 
cial is put forward, being essentially 

a nonstatist system of production and exchange in which 


firms operate competitively and co-operatively in the 
context of society (p. 65). 


Bruyn then goes on to outline how social inves- 
tors can begin to apply the normative principles 
underlying the theory at different levels of the 
economy — corporation, industry and commun- 
ity. Finally, the theoretical framework de- 


veloped is utilized in suggesting policy guide- 
lines for employing social criteria for investment 
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decisions in eeveronine countries. 


Soctal investment at the AEE and 
industry levels. 

In studying norms guiding investment at the 
corporate level, Bruyn suggests that social inves- 
tors are increasingly concerned.with analysing 
how profit making can become the basis for the 
development. of human resources, and con- 
versely, ways in which developing human re- 
sources contribute to higher profits. In other 
words, an investment frontier is opening up 
through a new approach to the cultivation of 
human resources which involves experimenting 
with new structures of social accountability in 
keeping with economic efficiency. Particularly 
important here are the development of 
Employee Stock Ownership Plans (ESOPs) and 
worker self-management schemes. Such ap- 
proaches, it is suggested, can be successful in in- 
creasing workforce morale and motivation as 
well as productivity and profit levels. In consid- 
ering how investment policy can be used to. fos- 
ter this form of labour development it is, how- 
ever, also stressed that the key to the success of 
such firms lies in the process by which they are 
organized, which should be. voluntary and 
jointly planned through labour-management 
committees rather than being. imposed from 
above. 

Pointing out that individual corporations are 
embedded in a system of industrial governance 
that can strongly influence their behaviour, 
Bruyn argues that social investment cannot 
therefore be restricted to the level of the indi-. 


vidual corporation, and that. it is necessary to. 


consider the allocation of capital for the social 
and economic development of firms in entire in- 
dustries. Concern with issues relating to the sup- 
port of whole industries, it is suggested, has been 
heightened in recent years with.the witnessing 
of the destructive impact of declining industries 
on.employment and the economy. 

Following a brief review of a number of 
theories of economic decline, Bruyn suggests 
that. the integral concept underlying these 
studies, which is rarely acknowledged, is a con- 


cern with the way industry. governs itself as a so-- 
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cial system. A major cause of decline lies in the 
institutional underdevelopment of industry, and 
economic remedies proposed in isolation thus 


'. merely allow underlying organizational prob- 
_ lems to continue unabated. As Bruyn puts it 


-The problem of industrial decline and more broadly of 
business cycles could be defined as a problem in social 
- development. Correction means not only retooling of 
equipment and refinancing of some failing firms but re- 
organisation of industry. It does not mean that some firms 
must not die, but does suggest a new look at industrial re- 
lations. Industrial relations includes labour and manage- 
ment and also the involvement of trade associations, con- 
sumer organisations, professional associations, and re- 

search institutes. It means social inventions that can im- 

prove the productivity of industry, and a new system of 

governance for the infrastructure of industrial life (p. 

101). 

In developing investment guidelines at indus- 
try level, orientated towards developing a new 
system of governance, attention is drawn to the 
need to promote collaboration between: 


(i) Labour and management — increasing 
productivity by altering the adversarial struc- 
ture of corporate governance towards systems 
of labour participation and self management. 

(ii) Industry and universities — promoting 
research and technological innovation. | 

(iii) Trade assoctations and trade unions — 
via the formation of industry councils con- 
cerned with issues of social and economic policy 
and planning. .. 

Civ) Autonomous companies —— by de-cen- 
tralizing conglomerates and restructuring multi- 
nationals towards becoming more democratic 
enterprises encouraging greater CERERE of local 
participation. ' 

(v) Industry and goverment —— using pen- 
sion funds to promote industrial recovery and. 
stabilization. Of particular interest here is the 
suggestion. of a tripartite commission of labour, 
management and government in order to arrive ` 
at a proper social foundation for a new invest- 
ment policy within which could be combined 
economic and social criteria. 

Arguing that there is a deficinency of both. 
theory and research activity that would enable a 
full evaluation of the consequences of imple- 
menting a new industrial policy to be made, 
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Bruyn goes on to develop.the basis for a research 
paradigm providing an integral view of the social 
and economic factors operating to affect the per- 
formance of industries. The research strategy 
outlined draws on theories advanced from the 
opposite perspectives of supply-side and radical 
economists, The aim is to show that these per- 
spectives are not entirely incompatible, and to 
test whether business can become relatively 
democratic, self regulatory, productive and pro- 
fitable at the same time. 

The role of democratic social federations, in- 
troduced earlier, is considered a major variable 
predictive of social and economic performance, 
and particular attention is directed to the role 
they may play in reducing the need for govern- 
ment controls. These federations are regarded as 
the basis through which human values can be ex- 
pressed in the enterprise system. In particular: 

They are the structures by which social accouritability 

can become institutionalised. Although the motive of self 
interest is retained and the spirit of competition is kept 
alive, a type of co-operation between competitors can 
offer an opportunity to gain economic stability yet not 


sacrifice degrees of democracy and justice within a free 
market otherwise beset with conflict and the need for 


government intervention (p. 124). 


Subsequently, an outline of the social-econ- 
omic variables affecting industrial performance 
is developed and an attempt made to classify po- 
tential causes of high or low performance in the 
economic and social spheres. Briefly, it is argued 
that industries with structures supporting in- 


stitutional autonomy, for example strong trade. 
associations, will show high economic perform- 


ance, and industries with structures supporting 
institutional accountability, for example strong 
labour and consumer organizations, high social 
performance. Thus a relationship is posited be- 
tween the social organization of industry and 
both economic and social performance, and a 
paradigm presented within which researchers 
may test propositions concerning such a rela- 
tionship. The task of social research is to cOm- 
pare industries for their performance scores, 
based on a number of economic and social per- 
formance indexes, in relation to the social struc- 
tures that may correlate with them. 
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Following on from this certain areas of policy 
research that could be initiated by investors are 
suggested. For example, Bruyn considers that in- 
vestors may encourage companies to experi- 
ment with employee ownership plans in the co- 
operative tradition, and. with new patterns of 
worker self management at levels of administra- 
tion acceptable to both labour and management, 
in an industry with poor social performance. Re- 
searchers can follow up on the outcome of the 
experiment, testing hypotheses concerned with 
both social and economic performance, such as; 


H1: the experiment should reduce strikes, increase job 
safety, and eliminate quit frequencies, and, 
H2: the experiment should increase productivity. 


Other suggested areas of policy research con- 
cern the role of investors in promoting strong 
social federations. For example, offering funding 
to start non-profit enterprises jointly managed 
by representatives from opposing federations, or 
collaborating with a trade organization to 
monitor an ethical code that is difficult to en- 
force. The major idea underpinning these types 
of initiative is to reduce the need for govern- 

ment monitoring and intervention, this being re- 
placed by social self regulation. 

Finally, in the context of social research on in- 
dustrial policy, an attempt is made to develop a 
theory of the public good, resting on the trans- 
formation of self interests into social values, as 
represented for example by work systems en- 
hancing the well being of employees, or a pro- 
duct created for the general welfare. Particularly 
important here are the roles of democratic cor- 
porations, trade associations and inter-industry 
councils in surmounting self interest at each 
level of the industrial structure, together with 
the role of pension fund investment in giving 
workers a broader interest in the firm. One final 
step that is considered is the possible need for a 
democratic peak organization representing busi- 
ness, labour and consumer interests and ad- 
ministering justice at the level of the business 
community, while promoting greater freedom 
in the system of enterprise. Further research into 
the necessary structure, jurisdiction and powers 
of such an organization is then called for. 
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In sum a theory of the public good is con- 
cerned with the degree of corporate responsive- 
ness and accountability provided by people in- 
volved in the economy in transforming corpo- 
rate and industrial self interest. Bruyn concludes 
by suggesting that 


A social structure with the potential for helping the 
economy to operate in the public interest has been 
emerging in the private sector. Admittedly, this social 
structure has much need for development of its capacity 
to lead naturally toward the public welfare and become 
more self-regulating. But this is exactly what constitutes 
the task ahead for investment research and eventually for 
legal reforms (p. 144), 


Soctal investment in community development 

The next level of the economy that Bruyn 
turns to in seeking to apply the normative princi- 
ples underlying his basic theory of social invest- 
ment is the local community. In considering in- 
vestment in community development, attention 
is directed towards how the decline of local 
communities can be reversed and local control, 
largely lost due to the power of untrammelled 
market forces, can be regained over land, labour 
and capital. The task is to restore life to the com- 
munity and provide a social foundation to the 
local economy, without resorting to state con- 
trols being imposed over the market. Bruyn’s 
suggested: solution rests on the promotion of 
three attributes of community life, these being 
autonomy, viability and polity. 

Autonomy, by which is meant the capacity for 
people in a locality to be relatively independent 
of outside controls can, in Bruyn’s analysis, be 
promoted by altering the legal system of the 
market. Community land trusts are promoted as 
a prime device for gaining local control over 
land and countering the problem of land specu- 
lation. Such trusts, which some communities in 
the United States have indeed been experiment- 
ing with, are non-profit co-operatives that are 
governed by a democratically selected board 
and buy land giving local people the opportunity 
to take out leases under provisions of a land trust 
charter. Turning to the issue of capital ‘control, 
and in particular tackling the problem of capital 
flight, emphasis is laid on the development of 
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community finance institutions. Community de- 
velopment credit unions controlled by member 
residents on the basis of one vote regardless of 
amount of savings, and making loans only to 
members, are put forward as an example here. 
By acting on the traditional capital market sys- 
tem in such a manner it is suggested that these 
financial institutions are instrumental in both 
localizing and democratizing capital. Finally, 
worker co-operatives, operating under a provi- 
sion that stock cannot be purchased by outsid- 
ers, are to be encouraged as a means of maintain- 
ing local control of the labour market. 

Viability, or local self reliance, can be prom- 
oted by a series of contractions (movements br- 
inging economic resources closer to home) and 
expansions (getting in touch with a wider scope 
of resources outside the locality). The former 
can be achieved by investing in closed loop 
ecological systems and diversifying local pro- 
duction, at least to the extent of providing 
adequate housing, water, sewerage, and electri- 
cal facilities. The latter entails encouraging inno- 
vation and engaging in import—export trade, to- 
gether with expanding the community knowl- 
edge base. In promoting both contraction and 
expansion, the decentralization of business 
authority is considered a vital step. 

Finally, polity refers to the way power is distri- 
buted in the community, not simply the formal 
distribution of power through local government 
but rather through community organizations 
and a variegated class structure. The aim here is 
to promote a democratic polity creating greater 
equity in the economic organization of the local- 
ity. A key resource in this context, representing 
the whole community outside the government, 
is the community development corporation, the 
board of directors of which all citizens would be 
given the right to vote for by means of purchas- 
ing a low cost share. This institution is charged 
with co-ordinating policy in the areas outlined 
above, particularly acting systematically to in- 
troduce the legal framework of land trusts, com- 
munity finance institutions and worker co- 
operatives, in pursuit of an overall community 
social development plan. The community de- 
velopment corporation would.also be instru- 
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mental in managing the series of contractions 
and expansions central to the achievement of 
local self reliance. 

Bruyn’s analysis of the role of social invest- 
ment in promoting community development 
concludes with a case being made for pension 
fund investments being utilized in this direction. 
Rather than continually using these resources to 
merely displace private capital, it is suggested 
that they can represent a new source for socially 
directed capital investment that promotes the 
local community as the ultimate focus for deci- 
sion making. In other words; 


It is the “final criterion” for judging fiductary decisions at 
every level of administration: the corporation, the indus- 
try, and the economy as a whole. At every level the ques- 
tion arises as to how investment decisions will affect the 
local community, which is where the philosophy under- 
lying social investment is finally judged (p. 183). 


Global social investment 

Bruyn finally turns his attention to the ques- 
tion of how the principles of social investment 
that have been developed can be utilized in re- 
commending guidelines for investment at global 
level, in particular in formulating policy for solv- 
ing Third World economic problems. The con- 
tinuance of these problems, he argues, can be 
traced to the continued predominance of 
financial and economic criteria in financing de- 
cisions with a failure to add a social perspective 
and hence integrate social criteria into a global 
investment policy. His fundamental thesis is that: 


Economic problems are what we see and analyse in such 
terms as profits, debts and exchange rates, but they rest on 
a morc fundamental problem that has to do with the way 
people are organised in the economic order. ... A program 
of economic development cannot really be successful with- 
out the resolution of social problems in emerging nations. 
The social factor is intricately intertwined with economic 
development, in fact, it is critical when the investment goal 
is overcoming hunger and poverty (p. 186). 


In sum, Bruyn views social development as a 
synergistic cultivation of material and, too often 
ignored, human factors. 

Amongst instances of a failure to consider the 
essential human factor, highlighted by Bruyn, 
are the investment patterns of multinational cor- 
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porations, whose primary interest is profit, caus- 
ing external dependency, and those of banks, 
using economic criteria emphasizing large scale 
technology, leading to internal dependency and 
strengthening of local elites. Such problemas, it is 
suggested, can be overcome by promoting an ef- 
fective system of social governance based on the 
interrelated concepts of self governance, or 
autonomy, and mutual governance, or the de- 
gree to which people work co-operatively and 
accountably together. This can only be achieved 
by operating a global social investment policy 
that reverses trends towards imperialism, 
statism and elitism. 

A number ofinvestment guidelines for putting 
the above policy into effect are outlined. For 
example, investing in programmes of decen- 
tralized development which cultivate resources 
in the undeveloped regions of society, investing 
in experiments designed to socialize global cor- 
porations (particularly democratically oriented 
multinationals ) and investing in community or- 
tiented projects and social banks. Allied to this 
approach it is suggested that the major part of in- 
vestment should be shifted from bilateral bank- 
ing, often tied to donor political and economic 
interests, towards multilateral banking. Addi- 
tionally, Bruyn points to necessary steps to be 
undertaken towards overcoming political obsta- 
cles to the new international economic order he 
is advocating. Thus, developing nations should 
assume a more prominent role in decision-mak- 
ing within international financial institutions, 
the need for increased political security for de- 
veloping nations should be recognised, the flow 
of financial resources to the poorest nations 
must be stabilised, multinationals must continue 
to promote democratic adjustments in corpo- 
rate governance, and finally there is a need to re- 
duce market restrictions denying access to 
world markets. 


BRUYN’S THEORETICAL FRAMEWORK: 
A CRITICAL APPRAISAL 


Philosophical and economic foundations: the 
permeation of “market” tdeology 
Bruyn’s major contribution to investment 
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theory undoubtedly lies in the interdisciplinary 
approach adopted in analysing industry and the 
economy as a social system, a perspective sadly 
lacking in the mainstream finance literature. 
However, it should also be pointed out that the 
exposition of his thesis appears to entail some 
rather mixed alliances to say the least. 

On the one hand, Bruyn’s concern with ad- 
vancing the human factor in the realm of econ- 
omic decision-making appears to draw heavily 
on the seminal work of Schumacher (1973) and 
the subsequent development of his ideas by con- 
tributors to “The Other Economic Summit” (see 
Ekins, 1986). Similarities in approach are par- 
ticularly evident, for example, in an emphasis on 
decentralizing authority in the firm, a major con- 
cern with issues of community development and 
a highlighting of the need to adopt a regional ap- 
proach, which pays due regard to the variables of 
social structure, in formulating guidelines for so- 
cial investment in the Third World. On the other 
hand, Bruyn’s approach towards the issue of in- 
dustrial self governance is more than a little re- 
miniscent of corporative ideology prevalent in 
the early years of Fascist government in Italy. 
Notions such as class collaboration in the task of 
production, self government of producers and 
the role of a peak organization, in the form of a 
consultative economic parliament, as 
mechanisms whereby all interests can be recon- 
ciled in the common weal (Guerin, 1973) were 
indeed much promoted by the so called 
plebeian wing of the party, although their aspira- 
tions eventually foundered on the opposition of 
powerful industrial interests and Mussolini’s 
winning over to the concept of an all powerful 


interventionist state. 
Whereas one may not wish to push the Fascist 


analogy too far, Bruyn's essentially consensus 
view of industrial governance, whereby the 
countervailing power of opposing social federa- 
tions leads inexorably to the happy situation of 
the economy operating in the “public interest” 
may, at the very least, be regarded as naive. 
Rather than establishing new systems of social 
accountability, the proposed structure of indust- 
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rial governance seems rather more likely to en- 
sure the continued hegemonic domination of 
private capital over other interests in society, as 
the “necessities” of production and capital ac- 
cumulation remain coherently intertwined with 
notions of the public interest (Booth & Cocks, 
forthcoming). Indeed, Bruyn’s adherence to 
conventional measures of economic efficiency, 
particularly apparent in the linking of the con- 
cept of human resource development with trad- 
itional concerns of higher productivity and pro- 
fit levels, represents an integral feature of his 
analysis. 

In essence, Bruyn’s thesis can be considered 
as an attempt to arrive at a definition of social in- 
vestment in terms congruent with the re- 
vitalized market philosophy permeating many 
Western economies at the present time. Seeing 
no fundamental conflict between pursuing the 
objective of advancing social and traditional, 
growth orientated, economic values, Bruyn is 
able to remain untroubled by concerns that a 
way of life based on materialism and permanent 
limitless expansion in a finite environment can- 
not last long (Schumacher, 1973) and that there- 
fore the connection between more and better 
has to be broken, with better now conceivably 
meaning doing with less (Gorz, 1980). Similarly, 
the equating of social advancement with 
financial self interest means that one is able to 
conveniently side-step the problem of tricky 
ethical or moral dimensions entering into the in- 
vestment decision. As Bruyn himself puts it: 

It is important to note that a concept of the public good 

(or public interest) is not synonomous with the concept 

of human values or a universal ethic. We are discussing 

human values only as they are implied in what we are de- 


scribing as the social organisation of business and only 
within a national context. We are saying that the public 
good is constituted in part by the social organisation of 
business within the United States as a nation. We are not 
examining human ethics. It must be remembered that all 
nations compete with other nations in their own self in- 
terest, as do businesses. . .. The tragic picture of big cor- 
porations producing nuclear weapons within this world 
system of competing nations should caution the reader to 
limit what we are discussing here in the concept of the 


public good (p. 275). 


Togliatti (1976) nevertheless considers that corporativism may be considered as crowning the action of the fascist 
organization of the state and hence devotes considerabie attention to an analysis of the concept (see chapters 7 and 8). 
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Thus, despite his attempt to inject a sociologi- 
cal perspective into economic decision-making, 
Bruyn’s failure to challenge fundamentally the 
precepts of conventional economic theory leads 
to an omission from his analysis of any consider- 
ation of the role that “inner directed” values, 
whether ecological, humane or spiritual, may 
play in changing the very concepts “economic” 
or “uneconomic”. By contrast, the work of writ- 
ers such as Schumacher (1973) and Moore 
(1988), who do bring an inner directed, essen- 
tially spiritual, perspective to bear on questions 
of investment and economic development, en- 
ables us to discern the elements of just such a 
challenge to prevailing notions of simple 
materialism.’ : 

Schumacher’s concern with the unsustainabil- 
ity of a productive system based on ever increas- 
ing levels of exploitation of finite natural re- 
sources, for example, leads to him adopting the 
Buddhist tenets of simplicity and non violence in 
seeking to chart a sustainable future path for 
economic development. Rather than striving to 
sustain a drive for maximum consumption, a 
keynote of Buddhist economics is to seek to pro- 
duce a high degree of human satisfaction by 
means of a relatively low rate of consumption, 
therefore enabling people to lead a simple lifes- 
tyle without pressure or strain. Furthermore, the 
fundamental creed of non-violence permits 


Buddhist economics to distinguish, in other than _ 


money price terms, between renewable and 
non-renewable resources, and hence conserve 
better the latter. The exploitation of non-renew- 
able resources at an ever increasing rate is consi- 
dered an act of violence against nature which, in 
turn, given an uneven pattern of distribution of 
such resources across the globe, almost inevita- 
bly leads to violence between peoples. 
Moore, by contrast, seeks to provide a Christ- 
ian framework for financial investment, a major 
characteristic of which is that principles of love 


and justice are involved, not just the likelihood 


of obtaining a return. Investment is considered 
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to be a partnership, between those who invest 
and those whose labour produces the goods and 
services, the objective of which is service rather 
than profit. Whereas a reasonable level of profit, 
generated without exploiting workers, suppliers 


or customers, and used to improve the product 


or benefit the community, may be achieved, 
Moore stresses that investing ethically will in all 
likelihood generate a low return. 

In different ways the respective contributions 
of Schumacher and Moore sharpen the dilemmas 
and indicate the complexity of analysis that can 
be introduced into the concept of social invest- 
ment when it is no longer conveniently equated 
with notions of financial self interest. Of course 
it would be re-assuring to believe with Bruyn 
that one can maximize one’s financial position 
whilst doing good. Unfortunately, we should at 
least remain sceptical that the introduction of a 
moral or ethical perspective leads to the automa- 
tic attainment of such a happy outcome! 


An apolitical stance 

In addition to his reluctance to get to grips 
with the ethical dimension of social investment, 
Bruyn also attempts to play down its potential 
partisan political role in viewing the concept in 
terms of allocating capital in the “balanced” in- 
terest of beneficiaries, investors and the needs of 
larger society. However, capital investment is 
concerned not only with the production of 
wealth but also it’s distribution, and as Ekins 
(1986) points out, “... since the distribution of 
wealth is an inherently political matter, any at- 
tempt to present or interpret economics as 
somehow apolitical or merely pragmatic is 
either misguided or worse” (p. 7). 

An alternative scenario to that of Bruyn is 
painted by Goodwin & Duncan (1986) in analys- 
ing U.K. local government economic initiatives 
which seek to restructure the local economy to- 
wards the needs of local workers and the com- 
munity. They point to the potential for such 


"For a similar challenge mounted from an ecological perspective see Gorz (1980). 
*Yet another spiritual perspective on social investment could be provided by a study of Islamic society where the priest, or 


mullah, is called upon to give opinions, or even judgements, on economic aspects of life and hence there is no clear 
dichotomy between worldly and spiritual affairs (see Gambling & Karim 1986). 
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economic strategies, designed towards restruc-. 
turing production for labour, having not only 
direct economic and employment aims, but also 
a contribution to make.towards building a confi- 
dent local working class movement committed 
to genuine socialist alternatives, Indeed oy 
suggest that } 


the political mobilisation role of local economic policies 
‘may well be still greater than a more limited one of econ- 
omic regeneration. Hopes should not be pinned too 
much on the latter role, when in the end the former may 
a a a La 34). 


From..an ecologist perspective Gorz (1980) 
similarly emphasizes that investment policy can- 
not be viewed: apolitically. He argues that 
whereas the ecological movement can throw up 
obstacles to capitalist development and perhaps 
force a number of changes, for example in terms 
of increased investment in pollution control 
equipment, capitalism will simply assimilate 
ecological necessities as technical constraints 
and adapt the conditions of os naa to tnem; 
In Gorz’s analysis: 


The incorporation of ecological constraints will in the 
end have the following results: purchasing power will be 
reduced, and it will be as if the cost of pollution control 
had been deducted from the income available to indi- 
viduals for the purchase of consumer goods. The produc- 
-tion of these goods will consequently tend to stagnate or 
be accentuated. And this diminution of growth and of 
production which, in another system, might be consi- 
‘dered a positive thing (fewer cars, less noise, more air to 
breathe, shorter working days and so on) will instead 
-have entirely negative effects; the polluting goods will 
become luxury items, inaccessible to the majority but 
still available to the privileged; inequality will intensify, 


the poor will become relatively poorer and the rich 
richer (p6). 


For Gorz then, the ecological movement isnot 
an end in itself, but a stage in a larger struggle. It 
is not sufficient for capitalism to be compelled to 
integrate ecological costs without it being chal- 
lenged at all levels by alternative social practices 
and an alternative vision of eae 
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‘Only when considering: investment’ in the 
Third: World does Bruyn implicitly recognize 
the political nature of-the investment process. 
Interestingly, the steps he suggests: towards 


overcoming political obstacles to a new inter- 


national order, such as a shift from bilateral to 
multilateral aid- provision, greater representa- 
tion of developing nations within international 
financial institutions, the negotiation ofa code of 
ethics for multinational companies through the 
United Nations and dismantling of trade barriers, 

seem largely at odds within his overall:theory in 
that they rather go against the financial interests 
of the donor nations, In the absence of any moti- 
vation for social investment other than financial 
self-interest in his conceptual framework, it is 
perhaps not surprising that Bruyn fails to pro- 
duce any coherent arguments as to why de- 
veloped nations should support such moves. To 
take but one of the steps Bruyn proposes, that of 


developing a code of ethics for multinational 


corporations, the history of developed market 
economies gathered under the OECD persis- 
tently avoiding the question of multinationals 
accountability in the Third World, and further- 
more attempting to curb UN initiatives in the 
area (Rahman, 1988), would appear to relegate 
his comments to the realm of wishful thinking.” 
Perhaps in the context of Third World invest- 
ment above all, the lack of any substantial moral 
of ethical dimension to Bruyn’s analysis is most 
keenly felt, with vague references. to promoting 
systems of social governance and the public in- 
terest not really getting us very far. 


Unjustified assertion and optimism i 
.A further fundamental flaw in Bruyn’s work 
lies in his:tendency to rely on largely unjustified 
assertion and optimism in placé of rigorous 
analysis. Thus in Bruyn’s theoretical framework 
it is simply taken for granted that there is no role 
for government (including local government) in 
the operation of a social economy, other than 
providing incentives for ee to’ pecome so- 
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prevalence of non-tariff barriers affecting developing country exports (Huhne, 1988) rather tend to reinforce this view. 
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cially self governing. The recent history of U.K. 
local government’s role in direct and indirect 
job support (Sheffield City Council, 1985) and 
their use of contract compliance mechanisms to 
enforce at least minimally acceptable social 
standards on suppliers and contractors should 
perhaps lead us to question such a view. As Ged- 
des (1988) argues: 


In particular, the emphasis which the local job plans 
place on the role of the (local) state sector in any serious 
attack on unemployment, and the way in which they link 
quantitative and qualitative employment issues, is im- 
portant (p. 107). 


In Geddes’ analysis, the fact that the state is 
funded from taxation, and hence distanced from 
the direct operation of valorization criteria in 
supplying goods and services, offers some poten- 
tial for socially useful production (although seri- 
ous efficiency problems are posed, given the 
lack of any clear alternative accounting proce- 
dures to capitalist based ones). Furthermore, 
several arguments are put forward in favour of 
the state sector actively crowding out private 
sector investment, one being that 


state sector production can be more cost-efficient than 
contracting out to private capital, especially if local au- 
thorities are able to co-operate and achieve economies of 
scale and specialisation. In such circumstances expan- 
sion of state sector production could then provide the 
context for the development of new models of democra- 
tic control and organisation of production within which 
issues of quality of work and product could be effectively 
addressed (p. 108). 


In contrast to Geddes vision of an expanded 
local state productive sector, drawing on the ac- 
tive participation of the workforce and working 
people as consumers to.ensure its responsive- 
ness to local needs, Bruyn is led to support 
moves towards privatization, as initiated by both 
the Reagan and Thatcher governments. Rather 
than leading to more local contro] such moves of 
course tend towards concentration of owner- 
ship, with a small number of multinationals 
dominating the world- of “contracting out” (Win- 
tour & Andrews, 1986) and consequent export- 
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ing of contractors profits outside the local 
economy (SCAT, 1985). 

Turning to the issue of controlling the ac- 
tivities of multinational corporations, a neat il- 
lustration of Bruyn’s tendency to resort to 
largely unjustified optimism is provided by his 
statement that 


Business executives have become increasingly conscious 
of the social repercussions of the MNC ... They have 


been encouraging a greater degree of local participation 
in the governance of the corporation in the host society 


(p. 205). 


Bruyn apparently bases this conclusion on an ob- 
servation that host country workers are rep- 
resented on the board of multinational sub- 
sidiaries in West Germany under co-determina- 
tion regulations. Certainly he produces little 
other evidence to substantiate it. He, of course, 
conveniently ignores evidence of lobbying 
activity undertaken by MNCS, co-ordinated 
under the joint forum of the International 
Chamber of Commerce and the International 
Organization of Employers, in opposition to UN 
moves to improve information requirements de- 
signed to make more effective the supervision 
and regulation of their activities by host coun- 
tries (Rahman, 1988). His statement further 
loses persuasiveness when considered in the 
light of various reports on the undesirable as- 
pects of multinational activity prepared by pres- 
sure groups, such as Counter Information Ser- 
vices Anti Reports,'° or Burawoy’s (1983) analy- 
sis suggesting that the international mobility of 
capital in the contemporary period is symptoma- 
tic of a new form of managerial despotism under- 
pinned by fear of capital flight, plant closure, the 
transfer of operations, and disinvestment. This 
latter view is succinctly echoed in a Report by 
the Leader of the now abolished Greater London 
Council concerned with multinational activity 
in London: 


Transnational companies dominate London’s economy. 
Their investment decisions can have a devastating impact 
on whole communities. But they are accountable only to 
themselves — there is an absence of democratic control 


l0See Gray et al. (1987) chapter 7 for further discussion of this point. 
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by Londoners over institutions which have immense in- 
fluence on their lives.... Today these companies are 


shedding jobs and closing factories at a frightening pace 
as they install new technology or transfer production 
overseas. They are helping to wreck London’s industry 
(Extract from Council Agenda, Tuesday 16 October, 
1984). 


Certainly the above discussion should at least 
encourage one to be cautious when interpreting 
Bruyn, and perhaps also points to the danger in- 
herent in theorizing on the basis of a few select- 
ive examples of practice in preference to rigor- 
ous analysis. ; 

Finally, in cautioning against Bruyn’s ten- 
dency towards assertion and over-optimism, it 
should be pointed out that a great deal of further 
study is needed into the operation of employee 
ownership and participation schemes before 
they can meaningfully be considered as part of a 
“social frontier”. For example, whereas a study 
by Poole (1988) did indicate that introduction 
of profit sharing or employee ownership 
schemes correlated strongly with the existence 
of participative management styles, it was found 
that joint decision-making tended to centre on 
industrial relations issues rather than those of a 
financial nature (such as investment strategy and 
allocation of profits between wages and invest- 
ment).'' Indeed, such schemes may operate 
primarily to bolster the legitimacy of private 
share ownership as a mainstay of orthodox 
capitalism, and furthermore encourage a re- 
moval of the links between the individual 
employee and any form of collective organiza- 
tion, rather than premising any meaningful 
change in the structure of corporate governance 
(Schuller, 1986). Even firms organized on the 
Co-operative principle of all employees having 
one vote, preferred by Bruyn, are still con- 
strained in their social development by the pres- 
sure of the competitive, or in Bruyn’s scenario, 
pseudo competitive market economy. It is 
perhaps worth re-iterating here that Bruyn sees 
the benefits of employee self management essen- 
tially in terms of traditional concerns of fostering 
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employee commitment, and hence the bolster- 
ing of productivity and profit levels. 


Bruyn’s analysis in a U.K context 


Whereas Bruyn’s overriding concern is with 
the role of social investment in solving problems 
in the U.S. economy, two of his major themes — 
the local community as the ultimate focus for de- 
cision making and the use of pension fund capital 
as the prime source for social investment have 
been much debated in the U.K. in recent years. It 
is, furthermore, in these two aspects of his over- 
all analysis that Bruyn appears most convicing, 
not least because he is able to draw on a number 
of practical examples of his ideas in operation. It 
is therefore of interest to briefly extend Bruyn’s 
analysis to a U.K. context, in order to draw out 
some comparisons with U.S. developments. 

In terms of community development, Bruyn is 
able to point to many examples of his favoured 
mechanisms for optimizing local control, most 
notably community land trusts and community 
development finance institutions, in operation. 


- Also whilst, as we have noted, denying any direct 


role for local government in the productive 
economy, he does point to instances of its in- 
volvement in sponsoring and promoting com- 
munity based organizations. Mention is made, 
for example, of the City of Burlington, Vermont 
initiating a programme of investment combining 
community land trusts and employee owner- 
ship, and the role of the Governor’s Task Force 
on Private Sector Inititatives in Massachusetts in 
promoting partnerships between profit and non- 
profit organizations to meet community needs 
in fields such as education and public safety. 

In the UK a somewhat bleak contrast can be 
drawn with the tenets of Bruyn’s framework. 
Rather than the promotion of local democratic 
alternatives, emasculation of local government 
has been accompanied by the creation of ad boc 
agencies, tightly controlled from the centre, 
such as Enterprise Zones and Urban Develop- 
ment Corporations, which seek to displace 
rather than support local communities and their 


"A similar maintenance of managerial control over strategic decision-making has been observed in firms operating joint 


consultation schemes (see Wilson et al, 1982). 
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political representation (Geddes, 1988). Multi- 
national penetration of local economies also 
seems to be actively encouraged, despite the fact 
that key decisions such as capital investment, 
wage levels and numbers employed are amongst 
those most highly centralized (Hamill, 1984). 
This process is perhaps particularly apparent in 
the so called “Japanization” carried out by Nissan 
in Sunderland, where spatial concentration of 
production has led to corporate control over the 
local environment extending to dominance over 
supplier companies, via single sourcing, and 
marginalization of organized labour (Crowther 
& Garrahan, 1988). The present Conservative 
government’s implacable opposition to EEC 
Commission plans to give workers participation 
rights in companies opting for “European status” 
following the formation of the European internal 
market in 1992 would appear to indicate that 
centralization is ‘set to increasingly displace 
localized democratic structures in the U.K. 
economy. 

Turning to the question of pension fund in- 
vestment in a U.K. context, the failure of trustees 
appointed by the National Union of Minewor- 
kers to gain legal backing for an attempt to prom- 
ote social objectives within the investment plan 
of the Mineworkers Pension Fund is perhaps par- 
ticularly significant.’* Whereas legal restrictions 
on how local authority pension funds may be 
utilized appear less onerous (Murray, 1983 ), and 
just over half the funds covered in a 1987 Local 
Government Chronicle Survey (reported by 
Keenan & Miller, 1988) had investment policies 
on non-financial matters, considerable difficul- 
ties still lie in the path of such funds seeking to 
utilize social criteria in decision making. These 
difficulties centre particularly on the control of 
funds by trustees and advisers from financial in- 
stitutions (Minns, 1980; Schuller, 1986) and 
problems encountered in obtaining information 
on potential investments which does not reply 
on “city” assumptions concerning what repre- 
sents a good investment (Moore & Levie, 1981). 


DAVID L. OWEN 


Bruyn’s analysis of the U.S. scene points to 
many similarities with the above, notably, banks 
and fiduciaries controlling the bulk of pension 
fund assets and actual use of social criteria in in- 
vestment decision making largely confined to 
state government funds. Whereas legal restric- 
tions on unions circumventing to some extent 
the “prudent man” rule, which asserts that trus- 
tees must be guided primarily by the economic 
interest of beneficiaries and security considera- 
tions, seem possibly less onerous than in the 
U.K., union control of pension funds appears li- 
mited. Certainly, much interest has been expres- 
sed by unions in the social ramifications of pen- 
sion fund investment, a notable example being 
the AFL—C10 initiative referred to earlier, but 
the actual practice of social investment appears 
to be on a very small scale. One example refer- 
red to by Bruyn here is the winning of a set-aside 
of 10% of pension fund growth by the United 
Automobile Workers to be invested in mortgage 
programmes and non-profit organizations under 
the advice of a joint UAW—Chrysler Investment 
Advisory Committee. Nevertheless a central fea- 
ture of Bruyn’s analysis is that, at least poten- 
tially, pension funds represent a major new 
source for socially directed capital investment. 
Clearly the mechanism by which he sees this po- 
tential being realized, namely a tripartite com- 
mission of labour, management and govern- 
ment, is a non-starter in the U.K. economy in the 
current political climate and it remains to be 
seen whether it is accorded a more favourable 
reception across the Atlantic! 


Accountability and information disclosure 
Finally, several aspects of Bruyn’s analysis 
have clear implications for the issue of informa- 
tion provision, raised earlier when we discussed 
the role of shareholders as involved owners in 
the development of CSR and an associated wide- 
ning of corporate accountability. In particular 
there seems to be strong grounds for suggesting 
that the information disclosure preferences ex- 


"Essentially the idea was to adopt an investment strategy aimed at preventing any increase in overseas investments, ensuring 
such investments were sold when the time was ripe, and forbidding investment in directly competitive energy industries 


(Ward, 1986). 
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pressed by mutual fund managers can indeed be 
generalized to larger groups of social investors 
(Rockness & Williams, 1988). This is apparent, 
for example, when in discussing criteria utilized 
by social investors Bruyn, in addition to stressing 
the human resource development aspect, 
suggests that: 


They look for firms that are attentive to the consumer in 


regard to product quality and safety, packaging, informa- 
tive labelling and complaints, and that grant the con- 
sumer advisory status. They also are alert to the impact of 
the firm on the community in connection with environ- 
mental protection, welfare needs, day care facilities, 
employee transportation and parking facilities (p. 75). 


The areas of human resource development, 
product and service quality and community im- 
pact are so inadequately addressed at the pre- 
sent time in corporate reports as to make invest- 
ment decision making predicated on these per- 
formance aspects a somewhat problematic exer- 
cise. It is therefore of some interest to note 
Bruyn’s encouragement to firms to institute so- 
cial constitutions, depicting the division of 
authority and accountability of the firm to work- 
ers’ customers and the community, together 
with the adoption of social audit techniques, 
whereby management target social goals for the 
corporation and annually review the extent to 
which those goals have been met. The latter in- 
novation Bruyn considers should 


serve as a model for social investors to examine and 
governments to require when functions are turned over 
to private business (p. 67). 


Additionally, it should be pointed out that 
Bruyn’s emphasis on decentralization and com- 
munity development has implications for the 
promotion of more disaggregated forms of re- 
porting which can produce measures of the 
community impact of local economic entities 
(Harte & Owen, 1987). 

One further aspect of Bruyn’s analysis that is 
particularly worthy of note for its repercussions 
within the accounting field relates to the prob- 
lems inherent in obtaining information on the 
activities of multinational companies. For 
example, obtaining hard data on transfer pricing 
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manipulations which have a major influence on 
the question of within which countries profits 
are taken is a formidable task (Rahman & Sca- 
pens, 1986). Furthermore, as Hove (1986) 
points out, the imposition of Western account- 
ing technologies in developing countries, 
geared towards the needs of investors in the 
home country rather than considering the econ- 
omic and social conditions of the host country, 
fails to provide adequate information relating to 
the potentially harmful practices of multination- 
als in terms of environmental protection, 
employment generation and the effects of pro- 
ducts on societal well being. Indeed Bailey 
(1984) considers the promotion of such tech- 
niques as being universal in application, and 
therefore appropriate for transplantation to 
Third World countries, as an instance of cultural 
imperialism. 

Whereas space constraints preclude more 
than the above passing mention of the account- 
ing implications of Bruyn’s analysis, clearly 
issues raised in considering the field of social in- 
vestment give rise to renewed questioning of the 
role accounting may play in transforming the 
economic into the social and indeed highlight 
problems inherent in intertwining accounting 
with the social (Hopwood, 1985). 


CONCLUSIONS 


Bruyn criticizes the activities of current prac- 
titioners of the social investment art, as evi- 
denced for example by the ethical funds consi- 
dered earlier, on the grounds that, 


Predicating investing behaviour on social issues like en- 
vironmental pollution has merit at certain ethical levels, 
but careful assessment suggests that the overall system is 
in such trouble that more is needed than a finger in the 
dike, 80 to speak (p. 235). 


However in his emphasis on industrial self regu- 
lation as a system capable of operating in the 
“public interest”, and his equating of social and 
financial self interests, one is led to question 
whether his conceptual framework is capable of 
achieving much more. It may well be that a more 
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fundamental challenge to the tenets of the mar- 
ket place and prevailing economic orthodoxy is 
called for if the problems of environmental and 
human degradation caused by such a system, 
problems that become ever more apparent each 
day, are to be combated. 

Nevertheless, certain aspects of Bruyn’s analy- 
sis, perhaps most particularly the emphasis on 
the local community as the ultimate focus for de- 
cision making, are worthy of particular atten- 
tion, and a number of issues are, at least im- 
plicitly, raised for the attention of accounting re- 
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searchers. For example, a need to investigate 
more fully the investment strategies and infor- 
mation requirements of pension fund investors 
is suggested together with the need to consider 
the implications of accounting policy on Third 
World development issues. Perhaps most funda- 
mentally though, the book starkly illustrates the 
woeful lack of progress made towards develop- 
ing a comprehensive system of social cost ac- 
counting which can be used for evaluating so- 
cially efficient, as opposed to merely privately ef- 
ficient, production. 
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The British coal strike of 1984—85, one of the most bitter labour disputes of the post-war period, was fought ; 

over the issue of pit closures ostensibly justified by the logic of financial accounting. The book reviewed 
here outlines and assesses the various accounting and economic contributions to the debate concérning 
those closures. The review emphasizes the pliability of the ‘financial calculations deployed -by the 
management, and the extent therefore to which they could be criticized in their own terms. But even more 
important is the extent to which those calculations were embedded in a wider set of institutional relations 
between the Coal Board and the government, which created the conditions for a strategy of closures and 

; for which the financial calculations ultimately acted as a post boc justification. 


- Ifthe honourable Gentleman regards the matter of coal as 
„merely one of accounting and thinks it can all be done 

. „with mirrors, he will be happy. if we eliminate the £1.3bn 

` a year subsidy to the National Coal Board. That is not a 
matter of accounting but a matter of fact (Margaret 
‘Thatcher, Homes GC oenmcioe © December 22)" 


The accounting: piisit; of individual enter- 
prises can rarely have been a matter for public 
comment by a head of government, as they were 
in Britain on two occasions in December 1984 
(Hansard, Vol. 69, 6 December, col. 495; 11: De- 
cember; cols 906—7). The context, of course, 
was the coal-mining dispute of 1984/5, fought 
over -the issue of the National Coal Board’s 
(NCB) programme for accelerating pit.closures. 
This dispute brought an unprecedented scrutiny 
and debate about the forms of economic calcula- 
tion deployed by the NCB and the government 
to-justify that programme. Debating Coal Clo- 
sures: Economic Calculation and the Coal Dis- 
pute 1984—5 (Cooper & Hopper, 1988) is about 
‘the debate and its ramifications. But the issues 
raised go well beyond the problems, however 
severe, of one particular enterprise and extend 
to mùch more general issues about how we can 


assess different forms. of économic calculation. 
The specific cause of the Prime Ministerial in- 


tervention in the ‘dispute was the pre-publica- 


tion circulation of an article by Berry et al 
(chapter ‘5; 1985) criticizing the NCB’s use of 
colliery :profit and loss accounts as a basis for 


. choosing pits.for closure under the accelerated 


programme of.closures which was the cause of 


:the whole coal dispute. The critical accountants 
argued that these accounts were based on past 


performance, not expected future cash flows, 
and included‘costs which would not be’avoided 
if.a pit were closed e.g. redundancy and retire- 
ment costs. They also pointed to major problems 
in allocating revenues to individual pits, and in 


the use of depreciation changes. These argu- 


ments were illustrated by analysing the NCB 
case for closing Cortonwood. colliery, the clo- 
sure of. which precipitated the strike. They 
showed that on different sets of reasonable as- 
sumptions the alleged £6:20 per tonné loss on 


‘each tonne of coal mined would be turned into 


a contribution to the NCB’s operating perform- 


ance of between £0.88 and £5.45 per tonne. 


The NCB, engaged'in probably the most bitter 
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industrial dispute in post-war Britain, did not 
take kindly to this attack on the Board’s 
rationale. Publication of the article was delayed 
for negotiations between the NCB and the au- 
thors, and when these proved fruitless its publi- 
cation in Accountancy was accompanied by are- 
buttal by a very senior NCB manager (Harrison, 
1985). This rebuttal (characteristically entitled 
an attack on academic accounting ) argued that 
the profit and loss calculation was not the main 
basis of the closure policy, and that the 
academics ignored the “real problem” of the 
NCB’s financial loss. 

Whilst Berry et al. clearly touched a raw nerve 
with their piece, in retrospect the power of their 
critique seems limited. They largely ignored the 
financial losses of the NCB and how these came 
about, and their critique could therefore be read 
as simply suggesting that the NCB’s accounting 
regime might be choosing the wrong pits to 
close (though this was clearly not their inten- 
tion). 

The orthodox economists’ intervention in the 
debate took the. NCB’s losses as their starting 
point. Their ainy was to try and see if these 
financial losses represented a real economic 
loss. Four sets of authors addressed this issue 
from four parts of the political spectrum. Min- 
ford and Kung from the Right, Robinson from the 
Centre-Right, Davis and Metcalf from the 
Centre-Left and Glyn from the Left. The crucial 
point for all of them was the opportunity cost of 
miners working for the NCB, i.e. what was the 
overall effect of employment in the economy 
from pit redundancies. The answers reflected 
exactly the political presuppositions of the au- 
thors -—— Minford and Kung assuming a net in- 
crease in employment (because of overall in- 
creases in productivity and cuts in taxation), 
Glyn on the other hand assuming a fall in 
employment larger than the number of pit re- 
dundancies because of knock-on effects in sup- 
ply industries. The intermediate positions as- 
sumed a gradual absorption of miners back into 
the economy, hence a short-term increase in un- 
employment which would eventually disappear. 

What is striking about the economists’ con- 
tributions is the totally a priori manner in which 
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the dispute was conducted. None of the particip- 
ants offered serious evidence on the crucial 
issue of the employment effects of the closures. 
There was consequently no mutual engagement 
in their dispute, as each side merely asserted 
their own truths. 

But the economists’ arguments should not just 
be seen as adding to (well-founded ) cynicism as 
to their contribution to understanding, but; as 
raising general problems of analysis which need 
to be taken seriously. 

First, their analysis, like much orthodox econ- 
omics, take as their framework the capitalist 
economy in general. That is, the analysis is funda- 
mentally indifferent to the peculiarities of the 
British national economy. The arguments used 
could, by and large, be deployed in relation to al- 
most any economy. They embody the idea of a 
general theory of economic calculation, which 
has been so successfully criticized in the past 
(Cutler et al, chapter 8, 1978). Thus the pecul- 
iar role of coal in the British national economy is 
not adequately addressed in any of these ac- 
counts. That peculiar role includes the very high 
level of dependence on coal for electricity gen- 
eration and the balance of payments advantages 
of large scale domestic coal production. It also 
includes the concentration of much coal pro- 
duction in areas where alternative employment 
(especially for men) is hard to find. 

Second, the economists employ a notion of so- 
cial cost which seems basically unhelpful. (On 
this, if on little else, one may agree with F. A. 
Hayek, that the word “social” largely functions 
to obscure rather than clarify issues; Hayek, 
chapter 7, 1988). Social cost involves the idea 
that rational decision-making on the use of econ- 
omic resources requires that an overall national 
calculus by applied which subordinates the deci- 
sions of individual enterprises to wider ends. 
This calculation can be made in economic terms, 
Le. the opportunity cost of employment in par- 
ticular occupation, based on assumptions about 
the determinants of national employment levels. 
Or it can be made in parallel financial calcula- 
tions where enterprise decisions are assessed for 
their impact on the national budget. 

A strong case can be made for the tactical use 
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of such calculations. In the situation of 1984/5, 
-with British unemployment rising under a tight 
macroeconomic policy, it was perfectly reason- 
able to point-out that making miners un- 
employed to produce nothing and to be the 
recipients of unemployment benefit, in order to 
reduce the NCB’s financial lósses made ‘little 
sense. But this was a very fragile argument, as the 
Minford and Kung riposte showed. 

' This fragility was not just the consequence of 
the lack of empirical support for the positions 
argued. It was inherent in the forms of the calci- 
lations themselves, which-required a “supercal- 
culator” capacity on the part of ‘the central 
agency concermed if such assessments were to 
be ‘made systematically. Logically; the methods, 
if appropriate to coal, should be applied to all en- 
terprises and those enterprises thereby would 
be deprived of their decision-making capacities 
in crucial areas. - 4 

Such a calculative capacity on the part of a 
central agency would be both impossible and 
undesirable. Impossible, because it would in- 
volve handling such a quantity of information, 
and competing frameworks for handling that in- 
formation, as to go beyond the bounds of possi- 
bility. It would ignore all the lessons we should 
have learnt from the debates about economic 
calculations in the 1930s: (Schumpeter, 1976, 
Part DI; Lavoie, 1985). 

‘Moreover, even if possible, such calculative 
capacity would. carry with it a centralization of 
economic’ decision-making which would be in 
direct contradiction to the economic pluralism 
which is a necessary, though far from a sufficient, 
condition of political freedom. (Lest this point 
be misunderstood, econoniic pluralism does not 
require, as traditional liberal arguments 
suggests, “private property” but dispersed sites 
of decision-making over the use of such prop- 
erty, however owned.) -© -> 

These points are not, of course, made to dény 
the importance of national economy considera- 
tions in economic discussion, nor the neéd for 
national economic calculations following from. 
this discussion. But these national economic cal- 
culations can only be used to provide a frame- 
work within which individual enterprises retain 
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substantial autonomy. ` 

fie ae i a o 
economy considerations enter: very directly 
because of the ramifications of coal usage. First, 
over:70% of coal.is used in electricity produc- 
tion, and so the demand for coal is a direct conse- 
quence of political). decisions on `nuclear 
power. As Fothergill {chapter 10, 1988) shows, 
none of the three generations of nuclear power 
stations (Magnox, Pressurised Water, Advanced 
Gas-cooled Reactors ) seems likely to have pro- 
duced: electricity cheaper: than coal. And this 
view now seems to have been accepted by the 
Government in Britain, its insistence on main- 
taining ‘nuclear capacity being explicitly jus- 
tified on security. (i.e. anti-union ) grounds, and, 
occasionally, on environmental grounds. 

On national economy grounds.a strong case 
could be made for retaining most of the mines 
deemed uneconomic in 1984/5. Nuclear power 


-involves not only safety and environmental risk 


and. centralization of power generation but is a 
high cost product. The alternative of using im- 
ported coal depends above all on ignoring the 
chronic balance of payments problem of the UK 
economy, and the contribution that domestic 
coal can make to easing that constraint at the 
Plainly, decisions on the coal industry must be 
made partly at the national level, by a national 
policy on energy. But this still leaves enormous 
questions about the forms of calculation used by 
the NCB, which in turn relate to broad issues 
about our understanding of enterprise calcula- 
tion. ne i . 
- A useful starting point for looking at this is Mrs 
Thatcher’s “matter of fact” — the £1.3bn loss in- 
curred by the NCB in-the financial year 1983/4. 
Why did this happen? Part of the answer relates 
to the price paid by the Central Electricity Board 
for NCB coal — there was a degree of transfer 
pricing, whereby cheap coal was used-to inflate 
electricity profits, profits largely paid to: the 
government as a kind of “electricity tax”. But 
whilst this point is worth making, especially in 
the face of rhetoric about the “market” price of 
coal, it does not go far to explain NCB financial 
losses. To understand these we must look at the 
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overall strategy pursued by the Board from the 
mid-1970s (Cutler et.al, chapter 8, 1978). 

Following the first OPEC crisis, and its sharp 
shift in the relative price of coal, the NCB 
launched a big expansion plan to reverse the 
downward trend in coal output ovér most of the 
post-war period. Much of the capacity invested 
in following that plan came on stream around 
the time of the second OPEC crisis, and the col- 
lapse in energy demand which followed. 

It was in the face of.this unforeseeable event 
that the NCB’s strategy may be seen to have 
gown down a fatal path. But this very unforeeseéa- 
bility was of course itself foreseeable — the NCB 
investment plans of the mid-1970s seem to have 
been based on stressing only the optimistic pro- 
jections of future demand. But what was much 
worse was the continuation of this strategy of 
creating additional capacity in capital-intensive 
pits, even ones where no resources had. been 
sunk at that date. This inevitably exacerbated the 
problem of excess supply and led to the pressure 
for an accelerated closure programme. 

This closure programme focused on the 
labour-intensive pits in the peripheral areas 
(especially Wales, Scotland and Durham). This 
focus was justified as reflecting the relative inef- 
ficiency of pits in such areas. Undoubtedly these 
pits are more labour-intensive than many in the 
central area of Nottinghamshire and Yorkshire. 
But the low figures for output per man shift 
(O.M.S.) are not of course measures of. effi- 
ciency. They reflect labour rather than capital 


producitivity, but the NCB’s assessment of pit-ef-. 


ficiency endorses this bias by its historic cost ac- 
counting for investment, and ‘lack of capital 
charges on investment. It is in this context that 
the issues raised' by Berry et al come into 
relevance. ; 

What Cutler et ai do (see also Williams et al, 
1986) is to ask what conditions of existence of 
the pit closure programme brought the NCB’s 


peculiar accounting practices into play Le. what, 


was the NCB’s strategy, and why? 

The question why the NCB has put so much 
emphasis on big, capital-intensive projects 
rather than improving smaller, labour-intensive 


mines can only be answered in a proximate. 


JIM TOMLINSON 


fashion. i 
Part of the answers seems to be not that the 
NCB was obsessed by financial accounting, but 
rather that most. of its managers hada “produc- 
tionist” orientation, which focused attention on 
output maximization and physical measures of 
efficiency like O.M.S. (Berry et al, 1985; Burns 
et al. chapter 11). Relatedly, the nationalized in- 
dustries in general seems: to have had a very 
crude model of the sources of increased effi- 
ciency, as based upon technical economies of 
scale or “giantism”. This was apparent in the 
1970s in nationalized cars (British Leyland) and 
steel (Williams et al, 1986). Third, this process 
of focusing on grandiose investment projects 
seems (surprisingly perhaps) to have found 
favour with government, though it loaded the in- 
dustries with very heavy debt charges in several 
cases, including coal. When retreat from the ex- 
pectations of buoyant demand came ‘in the 
1980s, this giantism was not fundamentally al- 
tered, but required the closure of peripheral 
plant. - 
This focus on capital-intensive capacity seems 
to be at the core of the NCB’s strategy, but it has 
proved a high-risk strategy. Cutler et al show 
how the NCB’s “showpiece” pit, Selby, will only 
be profitable if interest rates are lower than they 
have been for much of the 1980s and the pit is 
operated at levels of efficiency unusual in any 
large coal mine. The result since the strike has 
been that the NCB has retreated extra-ordinarily. 
quickly onto the capital-intensive pits without 
obtaining a financial surplus. Since 1982/3 halfof 
all British pits have closed, but output has fallen 
only 20%. The workforce: by. the end of 1990 
will be down to 60,000, one, third of the pre- 
strike level and far fewer than the most pessimis- 
tic foresaw in 1984/5 (Williams et al, 1989). . 
In a sense it is clearly.true that “the miners of 
South Wales are being crucified on the cross of 
historic cost depreciation” (Williams-et al, 
1986, p. 183 ). But it is not of course the account- 
ing convention which is the source of the prob- 
lem, but the overall strategy (especially the in- 
vestment. strategy) pursued. by the NCB. Only 
this strategy makes the accounting regime mat- 
ter. This strategy was plainly not wholly deter- 


CALCULATIVE REGIMES 


mined at enterprise (NCB) level. It fitted with 
governmental hostility to smoke-stack indus- 
tries and the labour practices they embodied. 
This merged with the “technical-fix” of cheap 
energy via nuclear power, congenial to both 
government and the CEGB. Internally the NCB’s 
production-oriented management responded to 
governmental pressure to produce a strategy 
which translated financial targets into superfi- 
cially rational physical measures of efficiency. 
Similar results have emerged in other public sec- 
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tor bodies in the Thatcher years. 

‘We can never find the ultimate source of such 
strategies — this is to search for the Holy Grail. 
But if we try and understand the main conditions 
of such strategies, we can then see the place of 
accounting regimes within them: as highly mal- 
leable, of course, but always with plausible 
rationales; as conditioned and gaining meaning, 
but never fully determined by the strategic con- 
text in which they take place; as open to contes- 
tation, but never to refutation. 
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_INFLATION-ADJUSTED DISCLOSURES AND THE DETERMINATION OF ABILITY 
-= TO PAY IN COLLECTIVE BARGAINING* 


R. DAVID MAUTZ, JR 
` Department of Accounting, Virginia Polytechnic Institute and State University 


Abstract 


This paper reports the results of an experiment designed to assess the impact of supplementary, inflation- 
adjusted disclosures on labor unions’ assessments of ability to pay. Subjects included research directors and 
other officials of United States and Canadian labor unions. The findings suggest that such disclosures are not ' 
useful to labor in its attempts to estimate ability to pay. On the contrary, the presentation of inflation- 
adjusted data appears to lower labor's confidence in its assessments. Whether this results from a lack of . 
familiarity with the disclosures or from the nature of the information conveyed is a question to be addressed 


by future research. 


Both governmental and private-sector reg- 
ulators of financial reporting have attempted in 
recent years to provide financial statement users 
with information about the effects of inflation on 
companies’ performance. Readers of financial 
statements have expressed interest in assessing 
the effects of inflation but only limited en- 
thusiasm for the disclosures that have been re- 
quired to date. Research findings on the useful- 
ness of inflation-adjusted information have been 
mixed but mostly fail to demonstrate the alleged 
benefits of the costly disclosures. 

A second topic that has attracted the interest 
_ of accounting and business professionals is the 
role of accounting information in collective bar- 
gaining activities. Labor organizations have 
made progress in their attempts to obtain and 


`- utilize company-specific financial information in. 


bargaining efforts, and governments have de- 
monstrated a willingness to mandate disclosure 
beyond the published financial statements. Ac- 
counting researchers have explored a variety of 
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‘Specifically, 


frameworks in which to consider the issue of dis- | 
closing financial information to labor; however, 
very little empirical evidence has yet been gen- 
erated. 

This paper presents the results of a study 
whose objectives span both lines of research. 
the project ‘reported upon 
examines the impact of supplementary, infla- 
tion-adjusted financial statement disclosures on 


‘labor’s assessments of corporate ability to pay. 


Its results suggest that labor attends to historical 
cost financial statements when assessing ability 
to pay, but that inflation-adjusted information is 
not useful and may be confusing. 
The balance of the paper is organized as fol- 
lows. Literature is surveyed in three principal 
areas: ( 1 ) studies of the role of financial informa- 
tion in collective bargaining, (2) attempts to 
establish a statistical relationship between firm 
financial variables and wages; and (3) assess- 
ments of the usefulness of inflation-adjusted 
financial information. Hypotheses are then 
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stated in terms of prior literature. Details of the 
experiment and its results are described in suc- 
cessive sections. A final section advances tenta- 
tive conclusions and acknowledges limitations. 


THE ROLE OF FINANCIAL INFORMATION IN 
COLLECTIVE BARGAINING 


The importance of financial information in the 
collective bargaining process has been 
examined repeatedly and from a variety of per- 
spectives. An early empirical effort by Pillsbury 
(1958) establishes that labor unions use pub- 
lished financial statements in much the same 
way as investors and creditors: to assess past per- 
formance and make decisions about future deal- 
ings. Labor’s complaints with financial reporting 
are also similar to those commonly expressed by 
critics of the accounting profession. The lack of 
uniformity and comparability that results from 
the availability of alternative accounting proce- 
dures is troublesome to union research direc- 
tors. Replacement cost accounting is also a 
source of concern. Pillsbury reports that labor is 
apt to view justifications of replacement cost ac- 
counting as “deliberate attempts to understate 
the real net income figures” (1958, p. 49). 

Whether management should disclose 
financial information beyond that contained in 
publicly available statements is also an issue be- 
tween labor and management. Palmer (1977) 
reports that a majority of union officials respond- 
ing to a survey believe unions should be con- 
cerned about profitability and growth, and that 
they have occasionally softened negotiating 
demands in response to quantitative data ‘de- 
monstrating inability or limited ability to pay. 
Both labor and management respondents to 
Palmer’s (1977) survey accuse each other of dis- 
closing information selectively and timing dis- 
closure to support bargaining positions. 

Pillsbury (1958) and Palmer (1977) both re- 
commend that the role of accounting informa- 
tion in collective bargaining be expanded. 
Otherwise, Pillsbury (1958) suggests, labor’s 
frustration may lead to increased government in- 
tervention in the collective bargaining process. 
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The trend toward mandatory disclosure, since 
publication of his study, bears out this predic- 
tion. Palmer (1977) asserts that increasing the 
availability of accounting information will en- 
able both sides to bargain more professionally 
and arrive at “optimal” settlements. He proposes 
that management voluntarily increase its disclo- 
sure of accounting information to labor. 

An argument commonly offered against these 
prescriptions is that disclosing financial informa- 
tion to labor increases union pushfulness and 
contributes to higher wage demands. Foley & 
Maunders (1977) review empirical research on 
this question. While they find evidence that 
unions can influence wage inflation, their find- 
ings do not indicate a causal link between ac- 
counting information and wage rates. Even if dis- 
closure is costly to management in short-run dis- 
tributive bargaining, Foley & Maunders (1977) 
assert that a liberal disclosure policy may be be- 
neficial in the long run. The development of cre- 
dibility through systematic disclosure, they 
argue, can assist in attitudinal structuring and 
promote integrative bargaining. _ 

Pope & Peel (1981) consider the disclosure 
question from a rational expectations perspect- 
ive and reach a similar conclusion. Pope & Peel 
assert that expanded disclosure to labor “. .. can 
only reduce conflict between management and 
unions which results from the existence of diffe- 
rential information sets” (1981, p. 143). Their 
analysis suggests that unions, desiring undis- 
closed information, generate error-laden esti- 
mates of that information. As a result, labor and 
management’s perceptions differ more than if 
the actual information were made available. Re- 
solving this disparity in the collective bargaining 
process is costly. Pope & Peel (1981) see infor- 
mation processing costs as the only valid con- 
straint to the provision of financial information 
to labor. E 

The desirability of expanding the role of 
financial information in collective bargaining is 
not universally accepted. Cooper & Essex 
(1977) reject the idea of generally expanding in- 
formation disclosure to labor, arguing that dis- 
closure policies can be meaningful only when 
they are developed with an understanding of 
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employee decision-making models. Their survey 
of shop stewards yields evidence that account- 
ing information‘plays a role in pay bargaining 
and might assume a greater role if oriented more 
to the needs of union officials. Disaggregated and. 
_ future-oriented data are highlighted as examples 
of information useful to labor. As an interim mea- 
sure, while employee decision. making is 
.explored, Cooper & Essex (1977) favor “open- 
ing the books” to alleviate union concerns about, 
management manipulation of information. 

Opposition toa general policy of increased 
disclosure comes from both management and 
labor perspectives. Craft (1981) focuses on 
management’s responsibility to allocate re- 
sources among constituent groups. Stressing the 
adversarial nature of labor and management rela- 
tions, Craft (1981) hypothesizes that disclosure 
decisions are affected by a variety of factors in- 
cluding the bargaining power management en- 
joys relative to the union, the independence of 
the firm as a bargainer in its industry, and the 
nature of the relationship with the union. He de- 
vises a two-dimensional classification scheme 
which generates different disclosure policies de- 
pending upon the nature of the relationship be- 
_ tween management and labor. Craft concludes 
that “it seems inappropriate to suggest generally 
- that a broader nonselective disclosure of ac- 
counting and other managerial information in. 
collective bargaining is warranted” ‘(1291 p. 
103). 

Ogden & Bougen (1985) also see labor and 
capital as opposing interests. However, they 
write from a labor perspective. Rejecting the 
framework of resource allocation and rational 
decision making, Ogden & Bougen (1985) as- 
sert that management’s decision whether to dis- 
close accounting information is embedded in 
the struggle to exert control over labor. They 
further believe that accounting information is in- 
herently laden with management values. Its in- 
troduction into the bargaining process has the 


potential to condition labor.and color the bar-. 


gaining process with management values. 
Ogden & Bougen (1985) caution that receipt of 
accounting information from management is a 
two-edged sword, and that labor needs develop 
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its bargaining agenda using alternative perform- 
ance criteria as well as accounting information. 


Owen & Lloyd (1985) review a series of 
studies conducted with the support of the Social 
Science Research Council (SSRC) to examine 
the use of information in collective bargaining 
with individual companies and plants. While 
these studies do not consider financial informa- 


,tion exclusively, their results are frequently rele- 
' vant to the provision and use of financial infor- 


mation. The SSRC studies offer explanations for 
the limited role of financial information in cur- 
rent collective bargaining practice and suggest 
strategies for expanding that role. ` 

Moore & Levie (1981) assert that actively 
democratic unions, seeking to enhance their 
role in the management of the company, will 
move away from the passive acceptance of com- - 
pany information and toward understanding 
management information : systems, and, ulti- 
mately, developing independent union informa- 


‘tion systems. Jackson-Cox et al. (1984) stress 


the need.for shop stewards and other company- _ 
level union officials to establish common criteria 
regarding the acquisition and-use of company in- 
formation, to assist in identifying potential bar- 
gaining issues. Reeves & McGovern provide evi- 
dence that, even as union officials become more 
skilled at using company information and mana- 
gers become more receptive to its.use in bar- 
gaining “. .-. its use remains fairly limited” (1981, 
p. 52). Lack of support among the union mem- 
bership and lack of expertise on the part of shop 
stewards are cited as partial explanations for the 
limited use of company information. 

Many of the unresolved issues related to the 
role of accounting information in collective bar- 
gaining are steeped in differences of perspective 
and philosophy. However, the scarcity of empir- 
ical evidence on the effects of disclosure is also 
a limiting factor in reaching consensus. Virtually 
all of the. articles discussed in this section call for 
additional evidence about the effects of disclo- 


~ gure on the collective bargaining process. Owen 


& Lloyd (1985 ) identify two major assumptions 
which they believe underlie the SSRC studies 
and earlier efforts, to the detriment of both. 
These are: (1) that financial information is po- 
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tentially important to trade union negotiators 
and, (2) that union representatives are 
homogeneous in their need for and use of 
financial information. Owen & Lloyd (1985) 
propose a research agenda focusing on differ- 
ences between individual union officials and 
types of union officals in their potential use of 
financial information. It is their belief that such 
analyses are urgently needed if the disclosure 
question is to be addressed in light of competent 
evidence. 


FINANCIAL INFORMATION AND WAGE 
DETERMINATION 


While there is evidence that financial informa- 
tion may play a role in collective bargaining, the 
existence of a statistical relationship between 
corporate financial information and wages at the 
firm level is not well established. The author is 
aware of three attempts to test this association, 
none of which yield strong support for the hypo- 
thesis that firm financial variables.can be used to 
predict wage changes. 

Horwitz & Shabahang (1971) examine the re- 
lationship between general wage changes at the 
firm level and two categories of financial ratios, 
productivity measures and indicators of ability 
to pay. Ability to pay measures are assumed to in- 
“clude both liquidity and profitability ratios. 
Using a sample of fifteen U.S. firms, Horwitz & 
Shabahang (1971) test seven financial ratios for 
correlation with general wage increases be- 
tween 1945 and 1965. Only two display a statis- 
tically significant association. Net operating pro- 
. fit as a percentage of sales, a productivity vari- 
able, is positively correlated with the wage level. 
Dividends per share, classified as a liquidity mea- 
sure, displays a negative relationship to wages. 
Horwitz & Shabahang (1971) conclude that 
some definition of the corporation’s income may 
have consequences in wage negotiations. Their 
+ findings are limited, however, by sample size, 
- aggregation across time and industry, and the 
potential surrogation of financial ratios for other 
important factors. Among the extensions they 
recommend are controlled experiments to de- 
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termine the relationships between financial var- 
iables and wages. 

Foley & Maunders (1977) also examine the 
relationship between firm financial variables and 
wages at the microeconomic level. They regress 
1971 and 1972 percentage wage increases at 
117 U.K. companies against a set variables simi- 
lar to those employed by Horwitz & Shabahang 
(1971), achieving similar results. In the Foley & 
Maunders study, the coefficients of three vari- 
ables are statistically significant. Sales divided by 
net worth and earnings per share have positive 
coefficients. Current assets divided by current 
liabilities is negatively associated with wages. 
These results provide only weak support for the 
hypothesis that wages are related to firm 
financial variables, and, as in the case of Horwitz 
& Shabahang (1971), several important limita- 
tions restrict even that finding. Multicollinearity 
renders the t-statistic unreliable, and the regres- 
sion achieves an overall R? of only 10.4%. Citing 
these and other limitations, Foley & Maunders 
(1977) conclude that it is “very doubtful” that 
published company data on ability to pay can af- 
fect wage increases. 

Peel & Pope (1984) consider the broader 
question of whether real economic factors at the 
firm level are important in wage determination. 
Published accounting information is considered 
in the study as one source of information about 
economic factors. To test its importance, Peel & 
Pope (1984) extend the work of Horwitz & 
Shabahang (1971) and Foley & Maunders 
(1977), incorporating several refinements to 
the models used in those studies. None of their 
models yields a significiant coefficient for an ac- 
counting measure. 

Noting the failings of accounting data as indi- 
cators of real economic condition, Peel & Pope 
(1981 ) also examine the predictive power of ab- 
normal security returns with respect to wage 
change rates. Assuming that stock markets are 
semi-strong efficient, stock prices ought to re- 
flect all publicly available information, including 
that contained in financial reports. Wage change 
rates are, thus, regressed against abnormal sec- 
urity returns in zero-lag and four-quarter-lag 
models as a test of whether economic variables 
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influence wage changes. The zero-lag model 
yields a coefficient that is significant at the 1% 
level and an R? of 12.79%. Pope & Peel (1981) 
conclude tentatively that, while accounting var- 
iables have no apparent effect on wage changes, 
firm-specific economic factors do. They suggest 
that future research efforts should attempt to as- 
certain whether current cost accounting num- 
bers perform better than historical cost data in 
conveying information about firms’ real ability 


to pay. 


THE USEFULNESS OF INFLATION-ADJUSTED 
FINANCIAL INFORMATION 


Preliminary research efforts 

Dyckman’s (1969 ) field experiment is among 
the first empirical investigations of the effects of 
inflation-adjusted accounting information. Its 
publication predates both the SEC and FASB’s 
experiments with inflation-adjusted financial in- 
formation. Using the financial statements of a 
public company, Dyckman (1969) creates nom- 
inal dollar and price level adjusted statements 
for two hypothetical firms. The asset structures 
of the firms are manipulated so that the more 
profitable firm on a nominal dollar basis be- 
comes the less profitable when earnings are 
measured on a constant dollar basis, These state- 
ments are presented in various combinations to 
financial analysts who are asked to suggest ap- 
propriate price ranges for initial public offerings 
of common stock by the two firms. 

As hypothesized, the vast majority of subjects 
presented with only nominal dollar statements 
assign a higher price to the stock of the high 
earning firm. Subjects receiving both nominal 
and constant dollar statements and those receiv- 
ing only constant dollar statements are weaker 
in their preference of this firm. Increasing num- 
bers of these subjects assign a higher price to the 
firm that appears more profitable in the constant 
dollar statements. Dyckman’s (1969) findings 
clearly demonstrate that his subjects attend to 
the price level adjusted information and adjust 
their estimates of stock prices. However, com- 
paring the magnitudes of the price differences 
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suggests that the constant dollar information is 
given less weight in analysts’ decisions. While 
these results offer premliminary encouragement 
to proponents of price level adjusted account- 
ing, they do not address the questions of how 
best to prepare such information or what ulti- 
mate effect its presentation might have on the al- 
location of economic resources. 

A series of articles in the Financtal Analysts 
Journal considers the practical implications of 
general price level and replacement cost ac- ` 
counting for financial reporting and analysis. 
Davidson & Weil (1975) explore the effects of 
general price level adjustments on the 1973 
earnings of thirty Fortune 500 firms. The impli- 
cations of the SEC’s replacement cost proposal 
for financial analysis are discussed by Davidson 
& Weil (1976). Vancil & Weil (1976) highlight 
the difference between operating income 
(which they term distributable income) and 
holding gains and losses in replacement value 
statements. Falkenstein & Weil (1977a, 1977b) 
calculate 1975 distributable income for asample 
of industrial companies. And, Davidson et al. 
(1979) describe the FASB’s proposal to require 
inflation-adjusted supplements, presenting esti- 
mates of its effects on the reported income of a 
sample of public companies. 

The relatively high level of interest in infla- 
tion-adjusted financial statements has led 
numerous researchers to investigate their use- 
fulness. Frishkoff (1982) surveys empiricial re- 
search published through 1981. Most of this 
work was completed before the December 1979 
effective date of Statement of Financial Account- 
ing Standards 33 (SFAS 33). Accordingly, the 
studies discussed either examine Accounting 
Series Release 190 (ASR 190) data or rely on in- 
dividual authors’ definitions of inflation-adjusted 
accounting information. In none of the three 
categories considered is there compelling evi- 
dence that the disclosures prepared under ASR 
190 provide useful information. Behavioral find- 
ings reveal little enthusiasm among investors 
and creditors. Results of capital markets studies 
are mixed but mostly fail to demonstrate any sys- 
tematic effect on security prices and volume. 
One predicitive-ability study, Baran et al 
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(1980), finds evidence that a discriminant 
model employing constant dollar data predicts 
bond ratings better than an historical cost 
model. Reviewing a subset of the same studies, 
Watts & Zimmerman conclude that there is no 
evidence to support the SEC’s assertion that the 
benefits of disclosure clearly outweigh the costs 
(1980, p. 96). l 
Frishkoff (1982) emphasizes that, while there 
is little evidence that inflation-adjusted account- 
ing information is useful, important gaps remain 
in the literature. Relevant to the current re- 
search, Frishkoff (1982) observes that be- 
havioral research consists almost entirely of 
questionnaire surveys. Few laboratory and field 
experiments address the usefulness of inflation- 
adjusted data. Of those few, most employ stu- 
dents as subjects. Among his suggestions for fu- 
ture research, Frishkoff proposes assessments of 
the opinions of less-queried groups such as labor 
union economists, consumer advocates, and 
governmental leaders (1982, p. 46). 


Studies of inflation accounting and capital 

Beaver & Landsman (1983) suggest that the 
results of capital markets research incorporating 
SFAS 33 data may differ from those of earlier 
studies because: (1) SFAS 33 disclosures are 
more comprehensive than those mandated 
under ASR 190 and (2) the SFAS 33 disclosures 
appeared after the financial community had time 
to become familiar with inflation accounting 
techniques. Nevertheless, the results of their 
study offer no evidence of information content. 
To quote directly from the summary: 


Once historical cost earnings are known, the Statement 
33 earnings variables provide no additional explanatory 
power with respect to differences across firms in yearly 
stock price changes. ... Even after any one of the State- 
ment 33 earnings variable is known, knowledge of histor- 
ical cost earnings still provides additional explanatory 
power (1983, p. 10). 


Beaver & Landsman (1983) consider and re- 
ject three alternative explanations. These are: 
(1) stock price reactions to SFAS 33 data are too 
small to be captured by an events study; (2) the 
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SFAS 33 data are so error-laden as to be irrelev- 
ant to inflation-motivated stock price changes; 
and (3) financial analysts are not sufficiently 
well-informed to utilize the data. 

Related empirical work had been largely con- 
sistent with this assessment. Beaver et al (1982) 
find no incremental information content of re- 
placement cost earnings generated under ASR 
190 standards. Lustgarten (1982) detects a reac- 
tion prior to the release date of ASR 190 data but 
is unable to determine whether the effect results 
from the leakage of ASR 190 data or from alterna- 
tive information sources. Schaefer’s (1984) 
results do not indicate that current cost income 
from continuing operations (as defined by SFAS 
33) possesses any information beyond that con- 
veyed by historical cost earnings. Nor does 
Matolcsy (1984) detect marginal information in 
inflation-adjusted data. Brayshaw & Miro (1985) 
find no current cost disclosure effect on stock 
prices in the UK Seeking to reduce the 
heterogeneity inherent in interindustry samples, 
Olsen (1985) focuses on the effects of general 
price level and current cost financial data on the 
stock prices of companies in the electric utilities 
industry. However, as in previous research, no 
incremental information content is detected in 
the SFAS 33 disclosures. 

Bublitz et af (1985) note that collinearity be- 
tween historical cost and inflation-adjusted vari- 
ables makes it difficult to interpret coefficients 
in regression analyses. Focusing on adjusted R?, 
they detect statistically significant increases in 
predictive power attributable to SFAS 33 disclo- 
sures but not ASR 190 data. Their tentative con- 
clusion is that SFAS 33 disclosures are associated 
with the information used by the market to 
establish security prices. Although more posi- 
tive than earlier findings, Bublitz et al’s (1985) 
conclusions still fall short of a clear statement 
that inflation accounting is useful in investment 
decisions. 


Studies of individuals’ reactions to inflation 
accounting i 
Individuals’ reactions to inflation-adjusted in- 
formation have been assessed in interviews and 
questionnaire surveys. Results of these surveys 
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have generally indicated that financial statement 
readers are interested in the effects of inflation, 
but they are unenthusiastic about the disclo- 
sures produced under ASR 190 and SFAS 33. The 
relevance of constant dollar information is fre- 
quently challenged, while current cost data are 
suspected of being unreliable. 

Seed (1978) interviews preparers and users of 
financial information. His respondents are virtu- 
ally unanimous in their belief that ASR 190 data 
are either misleading or useless. Many express 
the desire to obtain tax relief through some form 
of inflation accounting, indicating that their 
primary interest in inflation accounting is unre- 
lated to assessing financial performance. An Ar- 
thur Young (1982) survey of senior financial of- 
ficers reveals similar ambivalence toward SFAS 
33 disclosures. These respondents question the 
cost-effectiveness of mandating the supplemen- 
tary information. 

Cornick (1982) surveys commercial loan of- 
ficers and finds that they have limited familiarity 
with inflation accounting techniques in general, 
but that they frequently adjust financial state- 
ments for the effects of inflation on inventories, 
fixed assets, salés, and depreciation. Among 
those expressing a desire for current value infor- 
mation, many prefer liquidation value to re- 
placement cost. Cornick concludes that bankers 
in the Southeast are interested in inflation ad- 
justed financial information but believe the SFAS 
33 disclosures are of little use, McCaslin & 
Stanga (1982) survey chief financial officers 

(CFOs) of Fortune 500 companies. The re- 
sponses indicate that CFOs systematically view 
historical cost information as more relevant and 
more reliable than either constant dollar or cur- 
rent cost information. Flesher & Soroosh (1983) 
report that chartered financial analysts and con- 
trollers also consider the SFAS 33 disclosures to 
be of little use. _ 


HIP Studies examining the use of inflation-ad- 
justed data 

Experimental assessments of individual be- 
havior have been similarly unsuccessful in estab- 
lishing the usefulness of inflation-adjusted data. 
Mcintyre (1973) tests the effects of current cost 
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statements on investors’ decisions. Using stu- 
dent subjects, he examines whether decisions 
made using current cost information: (1) differ 
from, and (2) are superior to those made using 
only historical cost information. Mcintyre 
(1973) finds no evidence that current cost infor- 
mation influences investors’ choices among al- 
ternative companies, nor does he observe any 
significant difference in the values placed on the 
companies’ stocks by investors using different 
information sets. Investment performance and 
confidence do not vary across groups either. 
Mcintyre (1973 ) suggests that the lack of signifi- 
cant differences may be attributable to the fact 
that market prices for stocks are influenced by 
numerous factors not measured in the financial 
statements, and that the use of those prices to 
evaluate the quality of subjects’ decisions may 
be an inappropriate strategy for testing the use- 


‘fulness of current cost information. 


Heintz (1973 ) also simulates investment deci- 
sion-making experimentally, achieving similar 
results. Subjects provided with either price-level 
restated information only or with both price- 
level restated and conventional information do 
not generally differ in their forecasts from those 
subjects with conventional information only. 
Isolated differences observed in one experimen- 
tal period are attributed to a shock effect as- 
sociated with the initial decision. Citing limita- 
tions similar to MclIntyre’s (1973), Heintz 
(1973) concludes tentatively that price-level re- 
stated information does not currently affect in- 
vestors forecasts and decisions. 

This line of research is extended by Enis 
(1988) in an experiment: employing actual in- 
vestors. Using ratios as financial cues, Enis 
(1988) studies the impact of replacement cost 
information, investor sophistication, and infor- 
mation usage on investors’ accuracy and consen- 
sus in predicting share price performance of 
selected stocks. His results suggest that replace- 
ment cost data decrease investor accuracy and 
consensus. Sophistication does not enter as a 
statistically significant factor, but the negative ef- 
fects of replacement cost data may be more pro- 
nounced among unsophisticated investors. Enis 
(1988) calls for additional research on the 
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human information processing of inflation ac- 
counting information. 


DEVELOPMENT OF HYPOTHESES 


Chamberlain & Kuhn (1986) identify three 
popular determinants of wage claims. These are: 
(1) comparability, (2) ability to pay, and (3) 
cost of living. While comparability and cost of 


living data may be obtained from a variety of : 
sources, the determination of ability to pay is- 


likely to involve an examination of the corporate 
financial statements. Accordingly, this study fo- 
cuses partly upon labor’s assessment of ability to 


pay using financial statement information. The . 


failure of previous attempts to establish a statisti- 
cally significant relationship between account- 
ing information and wage changes may be due to 
the large number of additional variables impact- 
ing wage changes. Analysing perceived ability to 
pay rather than actual or expected wage changes 
offers the advantage of eliminating much of the 
noise associated with those variables. 

A second major focus of the current research 
is on the confidence felt by labor in its estimates 
of ability to pay. McIntyre (1973) points out that 
the effect of current cost information on sub- 
jects decisions may manifest itself in the form of 
a different decision. Failing to detect such a dif- 
ference does not, however, preclude the possi- 
bility that the information is useful. McIntyre 
(1973) suggests that generally increased confi- 
dence may lead subjects to make correct invest- 
ment decisions with greater frequency. Confi- 
dence is considered in the current study as a pos- 
sible indicator of usefulness. 

Consensus and other dimensions of judgment 
agreement may also indicate decision quality 
when accuracy. cannot be directly assessed.’ Es- 
tablishing criterion values for ability to pay as- 
sessments is difficult because the concept of 
ability to pay is not well-defined. Accordingly, 
the third major focus of this study is to investi- 
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gate whether supplementary, inflation-adjusted 
disclosures affect the extent to which labor offi- 
cials agree in their assessments of ability to pay. 
Seven hypotheses, suggested by prior re- 
search, are set forth in the balance of this section. 
Each is presented in alternate form and accom- 
panied by a brief discussion of the literature 
which provides its motivation. Hypotheses 1, 2, 
and 3 concern the effects of financial statement 
information on assessments of ability to pay. 


H1: Labor’s assessment of ability to pay is directly related 
to the financial condition of the firm. 


Previous research supports the proposition 
that labor officials are familiar with financial re- 
porting and financial statement analysis. 
Pilisbury (1958), Palmer (1977), Foley & Maun- 
ders (1977), and Cooper & Essex (1977) pre- 
sent direct evidence that labor is familiar with 
financial statements. Pope & Peel (1981), Craft 
(1977), and Ogden & Bougen (1985) differ on 
the appropriate role of accounting information 
in collective bargaining but assume that the in- 
formation has a role or a potential role in the pro- 
cess. Owen & Lloyd (1985) criticize prior re- 
search for assuming that accounting information 
is important to labor negotiations. If financial 
Statement information does serve as an input to 
collective bargaining, determination of ability to 
pay is among the obvious functions it might 
serve. 


H2: Labor's assessment of ability to pay is less favorable 
when supplementary, inflation-adjusted disclosures are 
presented with the historical cost financial statements. 


Because inflation-adjusted data generally indi- 
cate poorer performance, they are expected to 
negatively impact labor’s assessments of ability 
to pay. Empirical assessments of inflation-ad- 
justed accounting information have yielded lit- 
tle evidence that these costly disclosures impart 
useful information. However, most of these 
studies attempt to discern effects on markets and 


’ Ashton (1982) & Libby (1981) discuss the importance of judgment agreement as it relates to judgment accuracy. Ashton 
(1985) and Keasey & Watson (1989) generate evidence suggesting a positive relationship between consensus and accuracy 


in specific judgment contexts. 
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investment decision-makers. The importance of 
inflation-adjusted accounting information to 
labor has not yet been examined. The comments 
of authors in both the collective bargaining and 
inflation accounting literatures suggest that exa- 
mining labor’s use of inflation accounting infor- 
mation is a potentially useful exercise. Peel & 
Pope (1984) find significant correlations be- 
tween stock prices and wage change rates but no 
association between financial accounting vari- 
ables and wage change rates, They suggest that 
current cost accounting numbers may convey 
more information about a firm’s ability to pay in- 
creased wages. Frishkoif (1982) points out that 
inflation accounting research needs to concen- 
trate on assessing the views of less-queried 
groups, including labor union economists. 


H3: Supplementary, inflation-adjusted disclosures impact 
labor’s assessments of ability to pay only when financial 
condition is poor. 


This hypothesis is motivated principally by 
Foley & Maunders’ (1977) suggestion that 
financial ability to pay may be a “permissive” 
rather than a “determining” factor in wage 
negotiations. In other words, ability to pay may 
only be relevant to negotiations when an 
employer's financial condition is so poor as to 
preclude a wage increase, or even motivate a re- 
quest for a wage concession. If this rationale 
applies to both the primary statements and to 
supplementary information, then inflation-ad- 
justed data may have an impact only when ability 
to pay is called into question. 

Hypotheses 4, 5, and 6 relate to the effects of 
financial statement information on the confi- 
dence expressed by labor in its assessments of 
ability to pay. 


H4: Labor’s confidence in its estimates of ability to pay is 


directly related the financial condition of the firm. 


The concept of financial condition as a per- 
missive factor in wage negotiations applies to 
hypothesis 4 as well. Highly profitable, liquid 
companies can scarcely sustain the argument 
that they are unable to pay higher wages for 
financial reasons. The financial condition of such 
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companies is unlikely to be an issue in negotia- 
tions. As a result, neither side is likely to rely on 
financial arguments or devote significant effort 
to assessing the implications of the employer’s fi- 
nances for future wages. 

When an employer resists wage increases or 
seeks wage decreases on financial grounds, both 
sides are likely to attempt to use financial data in 
support of their bargaining efforts. General pur- 
pose financial statements do not directly report 
ability to pay. Accordingly, both labor and man- 
agement are likely to experience uncertainty as 
they attempt to draw inferences about ability to 
pay from financial statement data. Diminished 
confidence is the expected result. 


H5: Labor’s confidence in its estimates of ability to pay is 
increased by supplementary, inflation-adjusted disclo- 
sures presented with the historical cost financial state- 
ments. 


If inflation-adjusted information is relevant to 
wage negotiations, then providing that informa- 
tion with financial statements should diminish 
labor’s neéd to rely on estimated data. Pope & 
Peel (1981) assert that one result of disclosing 
information to labor should be to minimize the 
differences between the initial perceptions held 
by management and labor negotiators. Another 
plausible expectation is that recipients of ex- 
panded information sets will feel greater confi- 
dence in their decisions. McIntyre (1973) tests 
confidence in groups receiving and not receiv- 
ing current cost information and finds no signifi- 
cance difference. However, his experiment in- 
volves an investment decision and employs stu- 
dents as surrogates for investors. Hypothesis 5 
examines this question in a different context. 


H6: Supplementary, inflation-adjusted disclosures impact 
labor’s confidence in its estimates of ability to pay only 
when financial condition‘is poor. 


The rationale for hypothesis 6 parallels that 
for hypothesis 3. 


H7: The variability of labor’s estimates of ability to pay is 
reduced when inflation-adjusted financial data are pre- 
sented as supplements to the historical cost financial 
statements. 
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Pope & Peel (1981) argue that bargainers 
faced with incomplete information will generate 


estimates of unavailable data. Applying this logic 
to the case of inflation-adjusted financial infor- 
mation suggests that union officials, desiring 
such information, rely on estimates which are 
likely to incorporate error. If labor considers the 
effects of inflation to be relevant to ability to pay, 
then providing supplementary infaltion-ad- 
justed data should reduce labor’s reliance on 
error-laden estimates. The expected result is less 
variable assessments of ability to pay. 


RESEARCH METHOD 


The hypotheses set forth in the previous sec- 
tion were tested experimentally. Pre-tested 
cases consisting of financial statements for fictiti- 
ous companies were mailed to union officials in 
the U.S. and Canada. These subjects evaluated 
the ability of the fictitious companies to pay in- 
creased wages and benefits, indicated their con- 
fidence in those evaluations, and responded toa 
variety of post-test and demographic questions. 


Subject selection and responses 
Potential subjects were identified from direc- 
tories of labor organizations in the United States 
and Canada.” Labor organizations representing 
ey mia and professional employees were 
ed from both groups, leaving 138 U.S. 
A Canadian trade unions. Sixty of the U.S. 
unions named a research director among their 
officers. Because these individuals are fre- 
quently charged with evaluating economic data 
in preparation for negotiations, they were 
selected as subjects. For the remaining U.S. or- 
ganizations and all of the Canadian organiza- 
tions, the chief executive officer was selected. 
Instructions to this latter group asked that the 
experimental materials be forwarded to the or- 
ganization’s research director or the individual 
most familiar with financial statement analysis. 
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Of 300 total subjects contacted, 59 (21.4% ) re- i 


turned usable responses after two mailings. . 
Table 1 provides descriptive statistics about `’, 
those respondents. 


TABLE 1. Demographic statistics on respondents 


Research ; 
director Other Total 
Nationality: e 
United States 13 S S 24 
Canadian 6 29 35 . 
19 40 59 


Thirty-eight of the fifty-nine respondents re- - - 
ported holding at least a bachelor’s degree. Of ` 


' 
wo ae 
aran Oy Ot ~ = 


these, sixteen listed either accounting or busi- | 


ness as their major field of education. Ten of the ` 
college-educated respondents classified their. 


major as law. The sample contained only four 
CPAs, but forty-four subjects asserted that they. 
analyse corporate financial statements occasion- 
ally, often, or very often in their work. The offi: 
cials responding reported almost fourteen years 
experience in labor organizations, on average. 


Two additional points about the subject pool. . 
warrant discussion. First, the subjects do not; 
constitute a random sample of U.S. and Canadian" 
labor union Officials. Subjects were selected to’ 
represent those members of the labor commun-' 
ity with a relatively high degree of knowledge-. 
about the research done in: preparation for 


negotiations. While the ability to generalize 
from nonrandom samples. is limited, the indi- 


viduals selected for this ‘study are known to ` 


serve as advisors to labor officials engaged in 
negotiations at national, . regional, and local. 
levels. The subjects’ knowledge and beliefs are, 


thus, reflected in decisions made by members of -i. 


the large labor community. A second issue con- 


cerning subjects is the possibility of important - 
differences between respondents and nonres- <. 


pondents. Tests for nonresponse bias were made .. ; 


employing respondents to the second mailing as n 


surrogates for nonrespondents. No significant | 


? Potential U.S. subjects were identified from the Directory of US. Labor Organizations, is edition, published by the “- 
Bureau of National Affairs, Inc. Canadian subjects were identified from the 1985 Corpus Almanac & Canadian Sourcebook, 


published by Corpus Information Services. 
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differences were discovered on the major ex: 
perimental and demographic variables. 


Experimental materials 

All subjects received three sets of condensed 
financial statements created for fictitious com- 
panies. One half of the subjects also received 
supplementary, inflation-adjusted financial 
statements for all three fictitious companies. 
Examples from these materials are reproduced 
in condensed form.in Appendix A. 

The accompanying instructions asked sub- 
jects to assume the role of a national union 
employee participating in the preparations for 
upcoming wage negotiations with three 
employers. Specific conditions related to audit 
firms and reports, numbers of employees, and 
existing wage and benefit levels were described 
as similar at the three companies. Subjects were 
cued to the fact that all three companies were 
likely to resist- wage and benefit increases on the 
grounds of inability to pay. Further, the com- 
panies were alleged to have asserted that infla- 
tion had impaired their financial condition and 
contributed to their inability to pay. Finally, the 
instructions stressed that the task was limited to 
evaluating the companies’ relative ability to pay 
increased wages and benefits. 

Comparative statements of earnings, financial 
position, and changes in financial position were 
presented for each of three fictitous companies: 
Miller, Wilson, and Jones Corporations. The 
. financial statements were manipulated to pre- 
sent three distinct financial situations in com- 
panies of similar size. Table 2 presents selected 
measures of size in absolute and common-size 
_ terms. Table 3 contains selected financial ratios 
- for the three companies. 

Inspection of these statistics reveals that Jones 
Corporation, the strong company, is clearly the 
most liquid, most profitable, and least leveraged 
of the three. Miller Corporation, the moderate 
company, is systematically less attractive on all 
measures of those three dimensions. The ratios 
uniformly depict Wilson as the weakest of the 
- three companies. No attempt was made to indi- 
cate significantly different levels of activity 

among the companies because these variables 


~ 
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TABLE 2. Selected measures of size 


Miller Wilson Jones 
(Moderate) (Weak) (Strong) 
Total assets $387,780 $428,700 $453,362 
(common size) 1.00 Lil 1.17 
Net sales $762,779 $808,849 $850,661 
(common size) 1.00 1.06 1.12 
Common shares 
oustanding 12,350 13,650 13,000 
(common size) 1.00 1.11 1,05 
TABLE 3. Selected financial statement ratios 
Miller Wilson Jones 
(Moderate ) (Weak) (Strong) 
Liquidity 
Working capital $167,867 $115,539 $209,703 
Current ratio 3.05 1.72 3.43 
Quick ratio 1.55 0.87 1.76 
Cash from operations/ 
current liabilities 0.52 0.04 0.88 
Profitability < 
Return on investment 5.4% (3.3% ) 14.5% 
Earnings per share $1.74 ($1.08) $4.89 
Return on equity 9.3% (11.1%) 23.0% 
Return on net sales 2.8% (1.8% ) 7.5% 
Capital structure 
Book value/share $19.29 $9.11 $22.76 
Debt/equity 62.8% 244.7% 53.3% 
Debt‘total assets 38.6% 71.0% 34.8% 
Turnover 
Total asset turnover 1.93 1.86 1.94 
Receivables turnover 7.9 6.6 8.5 


Inventory turnover 5.3 5.1 5.0 


are not commonly mentioned in discussions of 


ability to, pay. 

The supplementary, inflation-adjusted state- 
ments were prepared in accordance with the re- 
quirements of SFAS 33, as amended by SFAS 82. 
Adjusted income statements were preared on a 
current cost basis with adjustments made to the 
same two items for each company. Cost of goods 
sold was presented at 107% of the historical cost 
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figure, and depreciation expense was 180% of 
historical cost. The magnitude of these adjust- 
ments was determined to be reasonable after 
examination of a number of actual statements, 
Purchasing power gains and losses were also 
presented. The weak company was most heavily 
leveraged and experienced the largest purchas- 
ing power gain. The moderate and strong com- 
panies had fewer monetary liabilities and re- 
ported smaller purchasing power gains. This 
outcome was a natural result of the financial con- 
dition manipulations, and no attempt was made 
to override its confounding effect. The five year 
patterns of current cost income showed increas- 
ing losses for the weak company, decreasing los- 
ses for the moderate company, and decreasing 
losses followed by a positive current cost in- 
come for the strong company. 

The above-described materials were designed 
to manipulate two independent variables: (1) 
the financial condition of the companies (FIN- 
CON), and (2) the presence or absence of supp- 
lementary, inflation-adjusted disclosures (DIS- 
CLO). The FINCON treatment had three levels: 
strong, moderate, and weak and was 
operationalized through the three fictitious 
companies. FINCON was manipulated within 
subjects. The DISCLO treatment had two levels 
and was varied across subjects. Subjects either 
received the supplements (“disclosure”) or did 
not (“no disclosure”). The result of these man- 
ipulations was a two by three, post-test only, 
control group design. Subjects were randomly 
assigned to the two between-subjects groups 
(disclosure and no disclosure) in order to 
minimize the risk of pre-treatment biases. 

The experimental materials were pilot tested 
using 38 senior accounting majors and master of 
accountancy students as subjects. The results of 
the pilot test and the comments made by sub- 
jects on their response forms suggested that the 
materials were understandable and that the ex- 
perimental task was clearly defined. The FIN- 
CON and DISCLO manipulations were also 
deemed effective. 

The effectiveness of the FINCON manipula- 
tion was evident in two results. Almost three- 
fourths of the pilot test subjects correctly ranked 
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the three companies from strongest to weakest 
in terms of overall financial condition. A chi- 
square test of this result was significant at the 
.005 level, confirming that the rankings were not 
random. Further assurance was provided by the 
fact that the FINCON main effect on ATPAY was 
Statistically significant at the .0001 level. Of the 
six pairwise comparisons possible within the’ 
two levels of DISCLO, five yielded statistically 
significant differences at the .005 level or less. 
All differences were in the predicted directions. 
Attention to the DISCLO manipulation was 
evaluated by two means. First, the experimental 
and control groups were compared in terms of 
the average time spent completing the question- 
naire. Subjects receiving the supplementary dis- 
closures -reported spending an average of two 
minutes longer than those receiving only histor- 
ical costs statements. This difference was not 
Statistically significant. However, the two groups 
were also compared via a post-test question 
which asked subjects to indicate the extent to 
which they had considered inflation in assessing 
ability to pay. Subjects exposed to both histori- 
cal cost and inflation-adjusted data reported giv- 
ing more consideration to the effects of inflation 
than those who received only the historical cost 
information. At t-test confirmed that this differ- 
ence was statistically significant at the .0006 
level. 

The DISCLO main effect on ATPAY was also 
significant at the .0016 level, indicating that sub- 
jects receiving the supplementary disclosures 
evaluated ability to pay differently than those 
with only historical cost data. Two of the three 
possible pairwise comparisons within FINCON 
levels yielded statistically significant differences 
at the .05 level or less. These findings confirmed 
that the supplementary disclosures conveyed a 
less favorable picture than the historical cost 
data. 


Dependent variables 

As previously indicated, two principal depen- 
dent variables were elicited using the response 
scales illustrated in Appendix B. For each of the 
three companies, subjects were asked to indi- 
cate their subjective assessment of the com- 
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pany’s relative ability to pay increased wages and 
benefits (ATPAY ). Specific information concern- 
ing wage expectations and contract details was 
intentionally omitted in order to avoid distract- 
ing subjects from the primary experimental task, 
evaluating the financial condition of the com- 
panies. Responses were made on nine-point 
scales anchored by the captions “clearly able” 
and “clearly unable”. The choice of nine points 
was intended to allow subjects the freedom to 
select nonadjacent paints for the three com- 
panies without selecting the endpoints. Pilot test 
results indicated that evaluations of the strong 
company tended to cluster on the clearly able 
anchor, but that overall dispersion was sufficient 
to clearly distinguish among the three com- 
panies. 

The second dependent variable elicited was a 
self-reported measure of subjects’ confidence in 
their evaluations of ability to pay (CONFID). 
CONFID was also scored on a nine point scale. 
The endpoints of the CONFID scale were an- 
chored by the captions, “very confident” and 
“very uncertain”. Because subjects were asked 
to indicate both ATPAY and CONFID for each of 
three companies, the presentation order of the 
companies was randomized on the response 
forms. The same order was maintained for the 
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ATPAY and CONFID scales within each indi- 
vidual form to minimize subjects’ coding errors. 
Thus, for each company, subjects recorded an 
assessment of ability to pay and a corresponding 
expression of their confidence in that assess- 
ment. An analysis of the responses did not indi- 
cate that the multiple versions of the response 
form had any impact on the results. 


ANALYSES AND RESULTS 


Assessments of ability to pay 

The first three hypotheses concern the effects 
of financial condition and disclosure of inflation- 
adjusted information on labor’s assessments of 
ability to pay. Two-way analysis of variance 
(ANOVA) was used to test these hypotheses. 
The analysis employed FINCON and DISCLO as 
main effect factors and a FINCON X DISCLO in- 
teraction factor. The dependent variable was, 
ATPAY. A between-subjects error factor was also 
included in the model to permit testing of the 
DISCLO main effect which was nested within 
subjects. Table 4 presents means and standard 
deviations of ATPAY by. levels of FINCON and 
DISCLO. The results of the ANOVA appear in 
Table 5.° 


TABLE 4. ATPAY means and standard deviations by FINCON and DISCLO 


DISCLO 
No disclosure: Weak 
(n = 34) l 
Mean 2.676 
Standard deviation 2.170 
Disclosure: 
(n = 25) 
Mean 2.960 
Standard deviation 1.904 
Overall; 
(n = 59) 
Mean 2.707 
Standard deviation 2.049 


FINCON 
Moderate Strong Overall 
6.588 8.353 5.873 
2.388 1.178 3.088 
6.600 7.800 5.787 
2.179 2.041 2.891 
6.593 8.119 
2.283 1.609 


* Selecting a repeated measures design of the type used in this experiment precludes using characterstics of individual 
subjects as covariates. The between-subjects error term (SUBJECTS within DISCLO) and the between-subjects factor 
(DISCLO) combine to explain all-of the variation attributable to differences between individual subjects. Introducing 
covariates, such as subjects’ familiarity with financial statements or inflation-adjusted disclosures, results in an 
overspecification of the model. Accordingly, no such analyses were attempted. 
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TABLE 5. Analysis of variance results (dependent variable: ATPAY) 


Source af 
DISCLO 1 
FINCON 2 
DISCLO X FINCON 2 
SUBJECT (DISCLO) 

(Error (between)) _ 57 
Error (within) 114 
Total 176 


Mean 
square F P 
0.319 0.06* .8039 
423.595 121.19 .0001 
2.623 0.75 4745 
5.122. 
3.495 


* The F-ratio used to test the DISCLO main effect was constructed using the between 
subjects error term (SUBJECT(DISCLO)) in the denominator as suggested by Winer 
(1971, p. 521) The other tests were performed using the residual error term. 


The statistics reported in Tables 4 and 5 con- 
firm hypothesis 1. Mean assessments of ATPAY 
are consistently highest for the strong firm and 
correspondingly lower for the moderate and 
weak firms. The statistically significant FINCON 
main effect provides assurance that the observed 
differences are nonrandom. Pairwise compari- 
sons of cell means are reported in Table 6. Those 
results indicate that subjects were able to clearly 
distinguish among the three firms in terms of 
ability to pay. 


TABLE 6. Pairwise comparisons of ATPAY cell means by 


FINCON and DISCLO 
Comparison t11l4df) P 
No disclosure: 
Strong vs Weak 12.5210 < 0005 
Strong vs Moderate 3.8928 < 0005 
Moderate vs Weak 8.6281 <.0005 
Disclosure: 
Strong vs Weak 9.1528 < .0005 
Strong vs Moderate 2.2693 < .0250 
Moderate vs Weak 6.8835 < .0005 


Hypothesis 2 is evaluated in terms of the sig- 
nificance of the DISCLO main effect. The signifi- 
cance of the DISCLO X FINCON interaction 
term serves as a test of hypothesis 3. Neither the 
DISCLO main effect or the DISCLO x FINCON 


interaction are statistically significant. Nor do 
the means presented in Table 4 suggest any sup- 
port for these hypotheses. Stated directly, this 
study provides no support for the proposition 
that labor lowers its assessments of ability to pay 
in response to supplementary, inflation-adjusted 
financial information. The expectation that the 
impact of such disclosures varies with the 
financial condition reported in the historical 
cost statements is similarly unsupported.* 


Confidence in ability to pay assessments __ 

As previously stated, the effect of information 
on the confidence of decision makers is a second 
possible indicator of that information’s useful- 
ness. Hypotheses 4—6 propose relationships be- 
tween the independent variables, FINCON and 
DISCLO, and the confidence expressed by labor 
in its assessments of ability to pay, CONFID. A 
second ANOVA was performed employing the 
same independent variables as the first but sub- 
stituting CONFID for ATPAY as the dependent 
variable. Table 7 presents means and standard 
deviations of the CONFID variable by FINCON 
and DISCLO. The results of the ANOVA are re- 
ported in Table 8. 

The means presented in Table 7 suggest sup- 
port for hypothesis 4. In both the disclosure and 


í Attention to the DISCLO manipulation was tested using the same post-test questions as in the pilot tests. Subjects receiving 
the supplementary disclosures reported spending almost 50% more time on average than those who received only historical 
cost statements. The difference was statistically significant. Comparing the extent to which subjects in the two groups 
considered the impact of inflation when assessing ability to pay yielded no significant difference. These results suggest that 
subjects receiving the supplementary disclosures attended to them, but did not incorporate inflation-adjusted information 


into their decisions. 
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TABLE 7. CONFID means and standard deviations by FINCON and DISCLO ' 


DISCLO 
No disclosure: Weak 
(n = 34) 
Mean 6.588 
Standard deviation . 2.819 
Disclosure: 
(n = 25) 
Mean 5.520 
Standard deviation 2.946 
Overall: 
(n = 59) 
Mean 6.136 
Standard deviation 2.897 


FINCON 

Moderate Strong Overall 
6.794 8.294 7.225 
2.532 1.268 2.408 
5.960 6.640 6.040 
2.669 2.722 2.782 
6.441 7.593 
2.602 2.159 


TABLE 8. Analysis of variance results (dependent variable: CONFID) 


Source af 
DISCLO 1 
FINCON 2 
DISCLO = FINCON 2 
SUBJECT (DISCLO) 

(Error (between )) 57 
Error (within) 114 
Total 176 


Mean 
square F P 
60.741 4.62* 0359 
31.587 10.79 .0001 

2.570 0.88 A185 
13.158 

2.928 


* The F-ratio used to test the DISCLO main effect was constructed using the between 
subjects error term (SUBJECT(DISCLO )) in the denominator as suggested by Winer 
(1971, p. 521), The other tests were performed using the residual error term. 


no disclosure groups, the confidence associated 
with analyses of stronger companies is consis- 
tently higher than that expressed in regard to 
weaker companies. The significance of the FIN- 


TABLE 9. Pairwise comparisons of CONFID cell means by 


“CON main effect confirms hypothesis 4. Pair- 
wise comparisons of cell means within the two 
DISCLO groups are reported in Table 9. These 
tests indicate that the FINCON effect is driven 
primarily by the distinctiveness of the strong 
company. As hypothesized, subjects’ confidence 
in their appraisal of the strong company is high. 
Suggestions of financial weakness in the histori- 
cal cost statements diminish the confidence felt 
by subjects in their assessments. 

Hypothesis 5 proposes that the disclosure of 
supplementary, inflation-adjusted financial in- 
formation will enhance labor’s confidence in its 
estimates of ability to pay. While the DISCLO 


FINCON 
Comparison t1l4df) P 
No disclosure: 
Strong vs Weak 4.1108 <.0005 
Strong vs Moderate 3.6145 < .0005 
Moderate vs Weak 0.4964 < 2500 
Disclosure: 
Strong vs Weak 2.3140 < .0250 
Strong vs Moderate 1.4050 <.1000 
Moderate vs Weak 0.9091 < .1500 


main effect is statistically significant, the direc- 
tions of the mean differences run contrary to the 
hypothesis. Inspection of Table 7 reveals that, 
for every level of financial condition, confidence 
is lower among subjects in the disclosure treat- 
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ment group. Pairwise comparisons reported in 
Table 10 confirm the significance of these differ- 
ences. . 

At least two explanations of this outcome are 
possible. One is that the subjects were unfamil- 
iar with and confused by the inflation-adjusted 
disclosures. A second explanation is that sub- 
jects viewed the disclosures as contradictory to 
the historical cost statements. Accordingly, 
while subjects did not systematically offer lower 
assessments of ability to pay, they did experi- 
ence greater uncertainty. While neither of these 
explanations rules out the possibility that infla- 
tion-adjusted data have incremental information 
content, the current research fails to establish 
that inflation-adjusted data are useful to labor. 


TABLE 10. Pairwise comparisons of CONFID cell means by 





DISCLO 
No disclosure 
vs disclosure #108 a/)* p 
Strong 2.4936 < .0100 
Moderate 1.2573 < .1000 
Weak 1.6101 < .1000 


* ¢ statistics were constructed using a blended error term. 
Degrees of freedom were computed using the Satterthwaite 
approximation suggested by Winer (1971, p. 545). 


As was the case in the ATPAY analysis, the DIS- 
CLO X FINCON interaction term is not statisti- 
cally significant. Accordingly, hypothesis 6 is not 
supported by the results. Expressed directly, no 
evidence was generated to suggest that the supp- 
lementary, inflation-adjusted financial informa- 
tion affects confidence only when financial con- 
dition is poor. 


Variability of ATPAY assessments 

Hypothesis 7 posits a negative relationship be- 
tween the presentation of supplemantary, infla- 
tion-adjusted disclosures and the variability of 
labor’s asséssments of ability to pay. The statisti- 
cal test of hypothesis 7 compares the variances 
about the mean in each of the “no disclosure” 
cells with the variances in the corresponding 
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“disclosure” cells. The sample variances and F- 
ratios used to test this hypothesis are reported in 
Table 11. Only in the case of the strong company 
is there a significant difference, and the direction 
of the difference is inconsistent with expecta- 
tions. Closer examination of the underlying data 
suggests that the explanation for this difference 
lies in the clustering of responses around the 
“clearly able” anchor. Thirty-seven of fifty-nine — 
respondents in the “no disclosure” group 
selected the anchor point to describe the ability 
of the strong company to pay. This compression 
was deemed responsible for the difference be- 
tween the variability of responses made by sub- 
jects in the two DISCLO treatment groups.” 


LIMITATIONS AND CONCLUSIONS 


The results of this experiment suggests two 
principal conclusions. First, labor apparently at- 
tends to financial condition, as it is conveyed by 
the primary financial statements, when evaluat- 
ing the ability of an employer to pay wages. 
Second, labor apparently does not find supple- 
mentary, inflation-adjusted disclosures useful in 
its attempts to assess ability to pay. Both conclu- 
sions are subject to limitations. 

The support for hypotheses 1 and 3 illustrates 
that historical cost financial information impacts 
both point estimates of ability to pay and the 
confidence with which those estimates are 
made. While this finding provides a partial re- 
sponse to Owen & Lloyd’s (1985) concerns 
about assuming that accounting information is 
useful to labor, it must be interpreted with care. 
In addition to the usual limitations associated 
with experimental research and nonrandom 
samples, this result is restricted by the fact that 
the experimental task was biased in favor of find- 
ing a financial condition effect. Subjects were 
asked to assess ability to pay using only financial 
statement information. A stricter interpretation 
of these findings might be that labor, if forced to 


5 The discovery of unequal sample variances called into question the validity of making comparisons using t-tests. 
Accordingly, all such comparisons were confirmed using tbe Wilcoxon rank sum test which makes no distributional 
assumptions. These results were similar to those reported in Tables 6, 9, and 10. 
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TABLE 11. Comparisons of ATPAY variance by DISCLO 


Sample Critical F-ratio 

Comparisons variances F-ratio (alpha = .05) 
No disclosure/weak 4.710 

vs 1.300 1.94 
Disclosure/weak 3.623 
(df = 33,24) 
No disclosure/moderate 5.704 

v8 1.201 1.94 
Disclosure/moderate 4.750 
(df. = 33,24) 
No disclosure/strong 1.387 

v8 3.004" 1.89 
Disclosure/strong 4.167 
(df = 24,33) 


evaluate ability to pay using financial informa- 
tion, correctly perceives differences in financial 
condition and interprets those differences as in- 
dicators of relative ability to pay. 

The second conclusion is suggested by the fai- 
lure to detect a positive disclosure effect on 
three different dimensions of the experimental 
task. Despite the fact that experimental group 
subjects attended to the supplementary disclo- 
sures, point estimates of ability to pay were no 
different than those made by control group sub- 
jects. The variability of ability to pay estimates 
was also unaffected by the presentation of infla- 
tion-adjusted information. The supplementary 
disclosures did have a statistically significant ef- 
fect on confidence, but it was negative. Subjects 
receiving the supplementary disclosures sys- 
tematically expressed less confidence in their 
decisions than those provided with historical 
cost data only. Whether the result occurred 
because the labor officials were unfamiliar with 
and confused by the supplementary disclosures 
or whether lowered confidence resulted from 
the information content of the disclosures is un- 
clear. 


The available evidence concerning the useful- 
ness of inflation accounting does not offer much 
support for the disclosures as prepared under 
SFAS 33. The findings of the current research are 
consistent with that trend. The questions of 
whether and how firm financial information im- 
pacts upon collective bargaining have not yet 
been thoroughly explored. Continued empirical 
investigation is needed to determine what 
specific types of information are useful to labor 
organizations and what effects their disclosure 
may have on the outcomes of wage negotiations. 
A logical next step may be to investigate the rela- 
tionship between labor’s evaluations of ability to 
pay the bargaining goals and strategies 
employed in negotiations. The findings of that 
research should prove useful to union officials as 
they formulate strategies for acquiring and using 
information, to corporate managers as they de- 
cide what information to disclose to labor, and 
to government and private sector bodies whose 
responsibilities include the regulation of 
financial reporting and collective bargaining 
practice, 


BIBLIOGRAPHY 


Arthur Young & Company, Usefulness of Inflation-Adfusted Reporting, The CPA Journal (January 1982) pp. 


8-9. - 


R. DAVID MAUTZ, JR 


Ashton, A. H., Does Consensus Imply Accuracy in Accounting Studies of Decision-making?, The Accounting 
Review (April 1985) pp. 173—185. 

Ashton, R. H., Human Information Processing in Accounting, Studies in Accounting Research No, 17 
(Sarasota, FL: American Accounting Association, 1982). 

Baran, Lakonishok & Ofer, R., The Value of General Price Level Adjusted Data to Bond Rating, Journal of 
Business Finance and Accounting (Spring 1980) pp. 135—149. 

Beaver, W. H., Griffin, P. A. & Landsman, W. R., The Incremental Information Content of Replacement Cost 
Earnings, Journal of Accounting and Economics (1982, No. 4) pp. 15-39. 

Beaver, W. H. & Landsman, W. R., Incremental Information Content of Statement 33 Disclosures 
(Stamford, CT: FASB 1983). 

Brayshaw, R E. & Miro, A. R O. The Information Content of Inflation-Adjusted Financial Statements, 

Journal of Business Finance and Accounting (Summer 1985) pp. 249-261. 

Bublitz, B., Frecka, T. J. & McKeown, J. C., Market Association Tests and FASB Statement No. 33 Disclosures: 
A Reexamination, Journal of Accounting Research (Supplement 1985) pp. 1-27. 

Bureau of National Affairs, Directory of U.S. Labor Organizations, 1984-1985 edition, (Washington, D.C.: 
1984). 

Chamberlain, N. W. & Kuhn, J. W., Collective Bargaining, Third Edition (New York: McGraw-Hill, 1986). 

Cooper, D. & Essex, S., Accounting Information and Employee Decision Making, Accounting 
Organizations and Soctety (1977, No. 2) pp. 97—107. 

Cornick, M. F., What Information Do Bankers Want From Inflation Accounting? The Journal of Commercial 
Bank Lending (January 1982) pp. 56-65. 

Corpus Information Services, Corpus Almanac and Canadian Sourcebook, 18th Edition, (Don Mills, 
Ontario: Corpus Information Services, 1983). 

Craft, J. A., Information Disclosure and the Role of the Accountant in Collective Bargaining, Accounting, 
Organizations and Soctety (1981) pp. 97-107. 

Davidson, S., Skelton, L. & Weil, R, Financial Reporting and Changing Prices: Estimated Results of Applying 
the FASB Proposal, Financial Analysts Journal (May—June 1979) pp. 41-54. 

Davidson, S. & Weil, R., Inflation Accounting: What Will General Price Level Adjusted Income Statements 
Show?, Financial Analysts Journal (January—February 1975) pp. 27—31, 70—84. 

Davidson, S. & Weil, R, Inflation Accounting: The SEC Proposal for Replacement Cost Disclosures, 
Financial Anatysts Journal (March-April 1976) pp. 57—66. 

Dyckman, T., Investment Analysts and General Price-Level Adjustments, Studies in Accounting Research 
No. 1 (Sarasota, FL: American Accounting Association, 1969). 

Enis, C. R., The Impact of Current Valued Data on the Predictive Judgments of Investors, Accounting, 
Organizations and Society (1988) pp. 123—145. 

Falkenstein, A. & Weil, R., Replacement Cost Accounting: What Will Income Statements Based on the SEC 
Disclosures Show? — Part I, Financial Analysts Journal (January—February 1977a) pp. 46-56. 

Falkenstein, A. & Weil, R, Replacement Cost Accounting: What Will Income Statements Based on the SEC 
Disclosures Show? — Part Il, Financtal Analysts Journal (March-April 1977b) pp. 48—57. 

Financial Accounting Standards Board, Statement of Financial Accounting Standards Number 33, Financtal 
Reporting and Changing Prices, (Stamford, CT: FASB, 1979). 

Financial Accounting Standards Board, Statement of Financial Accounting Standards Number 82, Financial 
Reporting and Changing Prices: Elimination of Certain Disclosures, (Stamford, CT: FASB, 1984). 

Flesher, D. L. & Soroosh, J., Controllers Say FASB 33 is Not Very Useful, Management Accounting (January 
1983) pp. 50-53. 

Foley, B. J. & Maunders, K. T AACO FETERE TIATIA AREOSA Collective Bargaining, (New York: 
MacMillian, 1977) 

Frishkoff, P., Financial Reporting and Changing Prices, A Review of Empirical Research, (Stamford, CT: 
FASB, 1982). 

Heintz, J. A, Price-Level Restated Financial Statements and Investment Decision Making, The Accounting 
Review (October 1973) pp. 679-689. 

Horwitz, B. & Shabahang, R., Published Corporate Accounting Data and General Wage Increases of the 
Firm, The Accounting Review (April 1971) pp. 243—252. 

Jackson-Cox, J., Thirkell, J. E. M. & McQueeney, J., The Disclosure of Company Information to Trade Unions: 
The Relevance of the ACAS Code of Practice on Disclosure, Accounting, Organizations and Soctety 
(1984) pp. 253-273. 

Keasey, K. & Watson, R., Consensus and Accuracy in Accounting Studies of Decision-Making: A Note ona 


INFLATION-ADJUSTED DISCLOSURES 


New Measure of Consensus, Accounting, Organizations and Soctety (1989) pp. 337—345. 

Libby, R., Accounting and Human Information Processing: Theory and Applications (Englewood Cliffs, 
NJ: Prentice-Hall, 1981). 

Lustgarten, S., The Impact of Replacement Cost Disclosure on Security Prices, Journal of Accounting and 
Economics (1982, No. 4) pp. 121—141. 

Matolcsy, Z. P., Evidence on the Joint and Marginal Information Content of Inflation-Adjusted Accounting 
Income Numbers, Journal of Accounting Research (Autumn 1984) pp. 555-559. 

McCaslin, T. E. & Stanga, K. G., How Preparers Assess Constant Dollar in Current Cost Information, National 
Public Accountant (September 1982) pp. 31—35. 

McIntyre, EV., Current-Cost Financial Statements and Common-Stock Investments Decisions, The 
Accounting Review (July 1973) pp. 575-585. 

Moore, R. & Levie, H. Constraints Upon the Acquisition and Use of Company Information by Trade Unions, 
(Occasional Paper No, 67, 1981) Trade Union Research Unit, Ruskin College. 

Ogden, S. & Bougen, P., A Radical Perspective on the Disclosure of Accounting Information to Trade Unions, 
Accounting, Organizations and Society (1985) pp. 211—224. 

Olsen, C. Valuation Implications of SFAS No. 33 Data for Electric Utility Investors, Journal of Accounting 
Research (Supplement 1985) pp. 28-53. 

Owen, D. L. & Lioyd, A. J., The Use of Financial Information by Trade Union Negotiators in Plant Level 
Collective Bargaining, Accounting, Organizations and Society (1985) pp. 329-350. 

Palmer, J. R., The Use of Accounting Information in Labor Negottations, (New York: National Association 
of Accountants, 1977). S 

Pillsbury, W. F., Organized Labor’s Views of Corporate Financial Information, Journal of Accountancy 
(june 1958) pp. 46-56. 

Peel, D. A. & Pope, P. F., Corporate Accounting Data, Capital Market Information and Wage Increases of the 
Firm, Journal of Business Finance and Accounting (Summer 1984) pp. 177-188. 

Pope, P. F. & Peel, D. A, Information Disclosure to Employees and Rational Expectations, Journal of 
Business Finance and Accounting (1981, Spring) pp. 139-146. 

Reeves, T. K & McGovern, T., How Shop Stewards Use Company Informatton: Ten Case Studies of 
Information Disclosure, (Anglican Regional Management Centre, 1981). 

Schaefer, T. F., The Information Content of Current Cost Income Relative to Dividends and Historical Cost 
Income, Journal of Accounting Research (Autumn 1984) pp. 647-656. 

Seed, A. H., II, Inflation — Its Impact on Financial Reporting and Decision-Making, Financial Executive 
(July 1978) pp. 38-46. 

Vancil, R. & Weil, R., Current Replacement Cost Accounting, Depreciable Assets, and Distributable Income, 
Financial Anatysts Journal (July-August 1976) pp. 38—45. 

Watts, R. L. & Zimmerman, J. L, On the Irrelevance of Replacement Cost Disclosures for Security Prices, 
Journal of Accounting and Economics (1980, No. 2) pp. 95—106. 

Winer, B. J., Statistical Principles in Experimental Design, 2nd Edition (New Yark: McGraw-Hill, 1971). 


292 


R DAVID MAUTZ, JR 
APPENDIX A: EXPERIMENTAL MATERIALS 


This appendix presents examples of the financial statements and supplementary, inflation-adjfusted 
disclosures presented to subjects. The example statements are those of the strong company. The materials 
presented to subjects were reduced and arranged in pamphlet form. The full text of the experimental 
materials is available from the author at the following address: Department of Accounting, R. B. Pamplin 
College of Business, Virginia Polytechnic Institute and State University, Blacksburg, VA 24061-0101, U.S.A. 


Jones Corporation 
Statements of Earnings 
For the Years Ended 12-31-19A7 and 12-31-19A6 
(in thousands of dollars) 
19A7 19A6 

Net sales $850,661 $761,455 
Cost of goods sold 636,648 585,261 

Gross profit on sales $214,013 $176,194 
Selling, general, & administrative expenses 74,055 61,686 
Depreciation & amortization expense 20,069 22,031 

Income before income taxes $119,889 $ 92,477 

Income tax expense 56,348 42,077 

Net income $ 63,541 $ 50,400 

Earnings per common share $ 489 $ 3.88 

Jones Corporation 
Statements of Financial Position 
12-31-19A7 and 12-31-19A6 
(in thousands of dollars) 
19A7 19A6 

Assets 
Current assets: 
Cash and temporary investments $ 50,362 $ 39,500 
Accounts receivable — net 101,686 98,685 
Inventory 135,609 119,681 
Other current assets 8,252 7,496 

Total current assets $295,909 $265,362 
Plant and equipment —net 149,701 146,876 
Other assets 7,752 9,976 

Total Assets $453,362 $422,214 
Liabilities and stockholders equity 
Current liabilities: 
Accounts payable $ 72,826 $ 69,300 
Other current liabilities 13,380 4,676 

Total current liabilities $ 86,206 $ 73,976 


INFLATION-ADJUSTED DISCLOSURES 


Long term debt 71,339 91,181 
Total liabilities $157,545 $165,157 
Stockholders’ equity: 
Common stock, $1 par value, 13,000 shares 
issued and outstanding $ 13,000 $ 13,000 
Paid in capital in excess of par 20,418 20,418 
Retained earnings 262,399 223,639 
Total stockholders’ equity $295,817 $257,057 
Total liabilities & stockholders’ equity $453,362 


$422,214 


Jones Corporation 
Statements of Changes in Financial Position 
For the Years Ended 12-31-19A7 and 12-31-19A6 


(in thousands of dollars) 
19A7 19A6 
Sources of casb and marketable securities 
Operations: | 
Net income (Loss) $63,541 $50,400 
Accrual to cash adjustments 
Depreciation and amortization expense 20,069 22,031 
Decrease in accounts recetvable (3,001) (15,788) 
Increase in inventory (15,928) (10,016) 
Increase in other current assets ( 756) ( 499) 
Increase in accounts payable 3,526 _ 5,133 
Increase in other current liabilities 8,704 3,785 
Cash and marketable securities provided 
by operations $76,155 $55,046 
Other sources: 
Sale of plant assets 2,224 992 
Total sources of cash and marketable 
securities $78,379 $56,038 
Use of cash and marketable securities 
Net addition to plant assets $22,894 $12,463 
Net reduction of long term debt 19,842 14,367 
Declaration and payment of cash dividends 24,781 20,664 
Total uses of cash and marketable 
securities $67,517 $47,494 
Net increase in cash and marketable 
securities $10,862 $ 8,544 
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effects of changing prices 

In thousands ofaverage 19A7 dollars 19A7 
Net sales $850,661 
Current cost information: 
Net income (loss) 2,921 
Net income (loss) per share : 
Excess of increase in general price level over increase in 

specific prices 7,703 
Net assets at year-end 474,594 
Purchasing power gain 1,233 
Cash dividend per share 1.91 
Market price per share at year-end 78.24 
Average consumer price index 275.9 
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Jones Corporation 


Statements of Earnings Adjusted for Changing Prices 
For the Year Ended 12-31-47 


(in thousands af dollars) 


Net sales 

Cost of goods sold 

Selling, general, & administrative expenses 

Depreciation & amortization expense 
Income before income taxes 

Income tax expense 


Net income 


Gain from decline in purchasing power of 
net amounts owed 


Increase in general price level of 
inventories and fixed assets 
Effect of increase in specific prices of 
inventories and fixed assets 
Excess ofincrease in general price level 
over increase in specific prices 


Note: 


Adjusted for 
Changes in 
AS Specific 
Reported Prices 
Historical Current 
Costs Costs 
$850,661 $850,661 
636,648 681,213 
74,055 74,055 
20,069 36,124 
$119,889 $ 59,269 
56,348 56,348 
$ 63,541 $ 2,921 
$ 1,233 
$ 27,104 
19,401 


$ 7,703 


At 12-31-A7, the current cost of inventory was $187,140 and the cur- 
rent cost of fixed assets, net of accumulated depreciation, was 


$276,947. 


Five-year comparison of selected supplementary data adjusted for the 


19A6 
$761,455 


(8,193) 
( 63) 


1,695 
370,162 


1,911 
1.59 
56.26 


251.3 


19A5 


$698,583 


(11,654) 
( 90) 


2,475 
307,234 


3,191 
1.27 
45.07 


222.3 


19A4 
$659,041 


19A3 
$639,846 
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APPENDIX B: RESPONSES 


1. On the scale below, assess the relative ability of Jones Company to pay increased wages and benefits. 
(Circle one point.) 


JONES + + + * * $ * + 2 
Clearly Clearly 
unable able 


2. On the scale below, indicate your confidence in the evaluation you made in part 1. (Circle one point. ) 


JONES + + + * + * * + + 


Very Very 
uncertain confident 
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THE EFFECTS OF FINANCIAL CONTROLS ON DATA MANIPULATION AND 
MANAGEMENT MYOPIA* 


KENNETH A. MERCHANT 
Harvard Business School 


Abstract 


This paper reports the findings ofa field and survey study aimed at discovering the incidence and causes of 
two potentially important, often dysfunctional, control system side effects: manipulation of short-term 
performance measures and encouragement of a myopic, short-term orientation. Data collected from 
interviews and questionnaires show that these side effects were evident and that their incidence was 
positively related to the felt pressure to meet financial targets. Tests of possible moderating effects of 
environmental uncertainty, supervisor consideration, and profit center strategy were consistent with 
expectations only for the environmental uncertainty variable, however, managers operating in relatively 
uncertain environments were significantly more likely to react to budget pressure by pulling profits from 
the subsequent year into the current year than were those operating in relatively certain environments, 


In recent years, many serious criticisms have 
been directed at the control systems used by 
American corporations. Critics have observed 
that control systems tend to discourage new 
ideas, cause an excessive short-run orientation, 
stimulate data manipulation and other forms of 
gamesmanship, and cause management frustra- 
tion and resistance (e.g. Hayes & Abernathy, 
1980; Thurow, 1981; Schlender, 1982; Norris, 
1983; Merchant, 1985a). Most of the criticisms 
come from people who have observed function- 
ing of control systems in organizations, but who 
support their views more through anecdotes 
rather than with a well-documented body of evi- 
dence. This paper reports the findings of a field 
interview and survey study designed to provide 
further insights and a body of organized evi- 
dence about the validity of these criticisms. 
The focus of the study was on the actions of 
profit center managers in large decentralized 
firms. This focus was chosen because the di- 
visionalized form of organization with multiple 
profit centers predominates among firms of any 


significant size (e.g. see surveys by Reece & 
Cool, 1978; Vancil, 1979), and within these 
firms the profit center is probably the most im- 
portant area over which good control must be 
maintained (e.g. Solomons, 1965; Vancil, 1979). 
The choice of a focus on profit center managers 
was also in response to a research void. The 
limited relevant evidence that exists about 
myopic and manipulative behaviors has been 
collected at either low levels in the organization 
(e.g. production managers) or the highest or- 
ganization levels (top management), and profit 
center managers face different pressures and op- 
portunities than do managers in these other or- 
ganizational roles. . 

The major research questions explored in this 
study were: l 


1. Do financial controls have negative side effects on pro- 
fit center managers’ actions? If so, what effects can be ob- 
served, and how prevalent are they? 

2. Is the relationship between financial controls and the 
incidence of side effects constant across the firm, or is it 
affected by, for example, characteristics of the business 


*I would like to express my appreciation for helpful support from A. Barnett, P. Brownell, R. Cooper, L. Ferreira, J. H 
Hertenstein, R. S. Kaplan, C.J. McNair, K. G. Palepu, R. L Simons and S. Umapathy. I would like also to acknowledge gratefully 
the financial support of the Division of Research, Harvard University Graduate School of Business Administration. 
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environment, business strategy, or management style? 


The study was conducted in three phases. The 
first phase was comprised of a series of unstruc- 
tured interviews with general and functional 
managers in two decentralized firms and a con- 
current review of relevant literature. The 
second phase was a questionnaire survey of 54 
profit center managers in one of the firms. The 
final phase involved presenting a preliminary 


analysis of the data to managers in the firm in 
which the survey was conducted in order to 


note their reactions and gain a better apprecia- 
tion of the findings. 


FIELD INTERVIEWS 


Purpose 

The field study portion of the project was de- 
signed to provide a rich understanding of the 
phenomena of interest and the relevant context. 
In addition, the personal interview format al- 
lowed the establishment of a rapport with mana- 
gers and provided the opportunity to talk about 
the sensitive issues related to manipulative be- 
haviors. : 

The difficulty in getting honest responses in 
sensitive areas involving data manipulation has 
been noted by other researchers (e.g. Hopwood, 
1972; Otley, 1978; Hirst, 1983). They have re- 
sponded by tending to avoid direct measure- 
ment, substituting instead crude surrogates (e.g. 
job tension ) and assuming a strong relationship 
between the surrogate ‘and ‘manipulative be- 
haviors. These researchers acknowledge that 
this surrogation is a severe limitation of their re- 
search. For example, one such researcher, Hirst 
(1983, p. 603), noted in his suggestions for 
further research that: 


Given the illicit nature of such [manipulative | behavior, it 
is likely that alternative research designs [to survey re- 
search] (such as a case study approach ) might have to be 
developed. 


The field study phase was an important part of 
the research method. Knowledge gathered in 


the interviews resulted in useful exploratory 
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findings. It also allowed the tailoring of a firm- 


_ specific questionnaire that improved prospects 


for success in the survey portion of the study. 


Method 
The interviews were conducted in two large 
(Fortune 300) divisionalized U.S. corporations. 


. The first firm (hereafter called Firm A) was used 


as a pilot site. The second (Firm B ) was targeted 
for more intensive study because this firm is 
widely recognized as one of the best-managed 
companies in the U.S. — it has had an outstand- 
ing growth and profitability record over many 
decades; it regularly appears on lists of the best- 
run companies; and for many years it has been a 
regular source of top- and middle-management 
talent to other businesses. This and the com- 
pany’s reputation as having a strong financial 
control system provided some assurance that 
the study would be of relatively effective control 
practices. Firm B also has businesses in a wide 
variety of industries, so the sample of profit cen- 
ters was more likely to provide significant varia- 
bility on a number of potentially important re- 
search dimensions (e.g. business conditions, 
strategy). 

The initial interviews, conducted by two re- 
searchers, were largely unstructured. They in- 
cluded many open-ended questions, such as 
“How difficult was it for you to make your 
budget last year?” and “Did the corporation’s 
control system induce you to do things you felt 
were not in the best interest of your profit 
center?” Where negative side effects were said to 
exist, the managers were asked to describe their 
frequency, their causes, and their impacts on the 
organization. 

The personnel interviewed in the two com- 
panies were at many levels in the organizations, 
and they occupied both staff and line positions. 
The most intensive interviewing was done at the 
lowest level of profit center (PC), that is, where 
the PC managers had functional managers (e.g. 
manufacturing, marketing ) reporting to them. In 
all, interviews were conducted with the profit 
center managers and many of their key func- 
tional subordinates (usually including control- 
lers) in 17 different PCs in the two firms. 


FINANCIAL CONTROLS 


The interviews were conducted in the period 
1980—83. This timing is significant because both 
firms suffered through a major recession in 1981 
and many of the PCs faced difficult market condi- 
tions. However, Firm B was cash-rich during this 
period, and it was easily able to fund any invest- 
ment considered worth making, without looking 
to external financial markets for funding ` 


Findings 

Most of the managers interviewed were wil- 
ling to admit they had engaged in one or more 
actions which they believed were not in the best 
interest of their profit center of the corporation 
but were encouraged, not discouraged, by the 
company’s control system. These actions took 
many forms. This paper reports on the incidence 
and causes of two important side effects — man- 
ipulation of performance measures and discour- 
agement of new ideas — both of which can 
result in improvement in short-term financial re- 
ports while actually harming the company’s 
long-interests.* 

In the interviews, the managers indicated that 


they felt actions taken to manipulate short-term’ 


performance measures were pervasive. One 
form of manipulation involved affecting real 
operating decisions. Here are two representa- 
tive quotations, taken from the interviews, that 
show how this form of behavior could manifest 
itself: 


It’s difficult to explain to people about some of the things 
we have had to do. We're under considerable pressure to 
meet our short-term goals. and sometimes to meet them 
I’ve had to do some things fd rather not have done, such 
as in deferring preventative maintenance. 


Sure, I’ve seen a lot of managers play games to meet their 
budget targets. Last year a manager | know sold some of 
his raw material inventory [which was accounted for on 
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a LIFO basis] at year-end for the profit even though he 
knew he would have to buy it back later at higher prices. 


Another form of manipulative behavior in- 
volved accounting maneuvers to shift funds be- 
tween accounts: 


When times are tight, as they have been, we're really 
squeezed on expense dollars, particularly discretionary 
program expenditures.” I know of a couple of managers 
who have hidden programs in variable costs in order to 
keep them going. 

Mecting the budget is not enough; there is pressure to de- 
liver more. Capital is not a problem — expense is. So I've 


gotten some expense money charged into capital ac- 
counts, and I’ve sent work outside a couple of times so 


that the design portion of the job would be capitalized. 


Most of the managers also felt that the controls 
tended to discourage new ideas, particularly for 
expenditures that promised longer-term payoffs. 
A typical comment of this type: 


Our planning processes usually deteriorate into a discus- 
sion of forecasts of profitability over the next five years, 
with the focus on the next two years. The effect has been 
to discourage new product ideas because it is clear that 
the focus is on cost improvements, not better products. 


As the managers described these actions, they 
invariably described the budget pressure they 
faced. Thus, the interviews were taken as sup- 
port for the general notion that the companies’ 
control systems had some potentially negative 
side effects, in inducing manipulation of per- 
formance measures and in discouraging new 
ideas. 

The interviews did not provide a good basis 
for determining how, if at all, relationships be- 
tween the budget pressure and side effects var- 
ied among PCs. Direct links between pressure 


‘Other information about the firms that may be relevant is: (1) all PC managers in both firms participated actively in setting 
their budget targets; (2) both firms had incentive plans which promised PC managers potentially significant bonuses for 
meeting annual performance targets; (3) ncither firm had a long-term incentive plan that rewarded PC managers for long- 


term PC performance. 


Other potentially dysfunctional actions noted during the interviews included biasing of performance targets, getting 
required approvais after money was spent, and evading headcount limits by employing contract labor. 


“This is company terminology for nonoperating expenses, such as for new product development, advertising and sales 


promotion, and manufacturing process engineering. 
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and side effect seemed to be present in every PC 
visited, probably because both corporations 
were facing a significant profit squeeze. How- 
ever, some managers in Firm B had the impress- 
ion that despite the profit pressure, expendi- 
tures and ideas were being encouraged, not dis- 
couraged, from managers in PCs with rapid 
growth strategies. This idea was not confirmed 
directly in any interviews. 


LITERATURE REVIEW 


Manipulation of performance measures 
Although many articles and books mention 


manipulation of performance measures as a dys- 
functional control system side effect, organized 
empirical evidence about such manipulation is 
limited. Manipulation of performance measures 
comes in two basic forms: smoothing and falsify- 
ing (Flamholtz, 1979). Smoothing involves 
changing the time period in which a perform- 
ance indicator is affected appear in order to con- 
vey a favorably altered performance pattern. 
Smoothing can be accomplished either by 


changing operating decisions, such as in ac- 


celerating a shipment or delaying a purchase, or' 


by changing measurement rules, such as ac- 
counting policies.“ Falsifying simply involves re- 
porting erroneous data. 

Several papers have presented theoretical ar- 
guments suggesting that rational managers will 
manipulate data when their actions are unob- 
servable. Beidleman (1973) and Ronen & Sadan 
(1981 ) suggested that managers have incentives 
to smooth income both to diminish the chances 
that a sharp earnings increase will cause them to 
be burdened with difficult performance targets 
in subsequent periods, and to give the impress- 
ion that their entities are less risky than they ac- 
tually are. Watts & Zimmerman (1978) post- 
ulated that managers have incentives to select 
accounting procedures and accruals to increase 
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the values of their bonus awards. Lambert 
(1984) used an agency model to show that it can 
be in managers’ best interests to balance the 
trade-offs between compensation and effort by 
maintaining earnings at a “normal” level. 

Empirical evidence about performance-mea- 
sure manipulations exists in abundance in anec- 
dotal form. Many examples are presented in arti- 
cles and books aimed at practitioner audiences 
(e.g. Dearden, 1960; Briloff, 1972, 1976; 
Worthy, 1984; Weberman, 1986; Bailey & 
McCoy, 1987), as well as those written for re- 
searchers (e.g. Caplan & Champoux, 1978; 
Otley, 1978; Argyris, 1985). 

A small amount of empirical research evi- 
dence also exists linking one or more manipula- 
tive behaviors with management incentives and/ 
or the felt pressure to achieve budget targets. 
Hopwood (1972), in a study of 167 manufactur- 
ing cost center managers, reported a significant 
relationship between pressure to meet the 
budget and manipulative behaviors such as 
charging costs to other profit centers, deferring 
needed maintenance, and creating an inventory- 
buffer form of slack. Cammann’s (1976) survey 
study of 374 functional managers included the 
“altering of information which goes into the con- 
trol system” as one of the elements of what he 
called a dysfunctional defensive orientation to 
control. systems.’ He found that the managers’ 
defensive reactions, which were highly corre- 
lated with one another, were positively related 
to the pressure placed on the managers to meet 
the goals. Healy (1985) found evidence in a sam- 
ple of 94 companies that top managers’ choices 
of accounting procedures and accrual policies 
are related to the incentives. built into their 
bonus contracts. And DeAngelo (1988) found 
evidence that top managers in firms facing a 
proxy contest for board representation respond 
by exercising their accounting discretion to pre- 
sent a favorable picture of performance; the me- 
dian company in the sample reported a 53% in- 


*Birnberg et al. (1983) used the word “smoothing” to refer only to data manipulations, They called accomplishing a similar 
result by making different choices of operating decisions “gaming”. General agreement about the definitions of these terms 


does not yet exist. 


*The other factors were “setting low goals” and “worrying primarily about performance measures, not real performance”. 
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crease in reported earnings, with no concurrent 
increase in operating cash flows. 

As there is no reason to believe ex ante that 
profit center managers behave differently from 
functional or top management in this area, these 
studies suggest the following hypothesis: 


H1. Pressure to meet financial targets tends to increase 
the incidence of managers’ manipulation of performance 
measures. 


Some researchers (e.g. Hirst, 1981, 1983; 
Otley, 1978) have speculated that the relation- 
ship between control-system pressure and data 
manipulation may not be a simple one. That is, 
even in the presence of incentives or incentive- 
target pressure, the incidence of the manipula- 
tive behaviors may be affected by other factors. 
Two such moderating influences that have been 


proposed and that clearly vary across the profit. 


center manager population studied here are en- 
vironmental uncertainty and the consideration 
given the manager by his/her immediate 
superior.® 

Hirst (1981, 1983) postulated that the rela- 
tionship between reliance on accounting mea- 
sures of performance and manipulative be- 
haviors is moderated by environmental uncer- 
tainty. He conducted a survey study of 111 func- 
tional managers using perceived job-related ten- 
sion as a surrogate for manipulative behavior and 
found a significant interaction: where environ- 
mental uncertainty was high, the relationship 
between emphasis on accounting measures of 
performance and perceived tension was posi- 
tive, but where uncertainy was low, the evalua- 
tion-tension relationship was negative. Hirst 
speculated that these findings were due to the ef- 
fect of accounting measure completeness on 
role conflict and role ambiguity.’ He argued that 
placing a great emphasis on incomplete account- 
ing measures increases role conflict and tension 
and, as a result, the tendency to engage in man- 
ipulative behaviors. Conversely, where account- 


301 


ing measures are relatively more complete, em- 
phasizing the accounting measures reduced role 
ambiguity, tension and, therefore, the incidence 
of manipulative behaviors. 

In a related area, Otley (1978) observed that 
consideration on the part of the immediate 
superior may be a moderating factor. He felt his 
data, combined with those of Hopwood (1972), 
suggested that a nonconsiderate, nonsupportive 
leadership style combined with high emphasis 
on budget performance was primarily “punitive 
in its ethos [and it may have] a net result that is 
counterproductive” (p. 143). This idea has not 
been tested directly. 

These ideas suggest the following hypotheses 
for test: 


H2. The relationship between the pressure to meet 
financial targets and the incidence of manipulative be- 
haviors is moderated by environmental uncertainty. 
Manipulative behaviors are most [least] likely where en- 
vironmental uncertainty and pressure to meet financial 
targets are high [low]. 

H3. The relationship between the pressure to meet 
financial targets and the incidence of manipulative be- 
havior is moderated by superior consideration. Man- 
ipujative behaviors are most likely where a nonconsider- 
ate leadership style is used in combination with high 
pressure to meet financtal targets. 


Encouragement of short-term orientation 

A second possible dysfunctional side effect of 
financial control sytems is the production of a 
myopic, excessively short-term orientation on 
the part of the managers and a concomitant dis- 
couragement of new ideas, particularly for ex- 
penditures that promise long-term or less cer- 
tain payoffs. This side effect has been mentioned 
by many critics, including Hayes & Abernathy 
(1980), Thurow (1981) and Hayes & Garvin 
(1982). Here is a representative criticism 
(Thurow, 1981, p. 78): 


[American managers] have let their time horizons — the 
time over which projects must pay for themselves — be- 


Other moderating influences proposed include organizational interdependency (Otley, 1978) and budgetary participation 
(Brownell, 1982). These variables did not appear to vary significantly across the profit centers included in this study. 


7An incomplete performance measure “reflects only some of the activities and/or outcomes associated with task 


_ performance” (Hirst, 1983, p.597). 
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come so short that they will not undertake the basic re- 
search and development, make the necessary invest- 
ments, or built the service networks necessary for long- 


term survival. 


Theoretical arguments have been presented 
both supporting and refuting the myopia ideas. 
Narayanan (1985) built a model showing that 
managers possessing private information regard- 
ing their decisions have incentives to make deci- 
sions yielding short-term profits but which are 
not in the stockholders’ best long-term interests. 
On the other hand, Rosner (1968) suggested 
that controls may actually stimulate new ideas 
because they help identify areas of weakness and 
encourage remedial innovations. Also Logue 
(1985) reviewed data about U.S. investment 
activity, investors’ attitudes toward long-term 
investment, and U.S. international competitive- 
ness and concluded that the critics’ conjectures 
“are wrong” (p. 176). 

No empirical evidence has been collected di- 
rectly to test these ideas, but the debate suggests 
the following null hypothesis: 


H4. Perceived pressure to meet short-term targets is not 
related to: 


(a) the proportion of time profit center managers spend 
thinking long-term (about periods of time one year or 
further in the future); or 


(b) the encouragement or discouragement of new ideas. 


As mentioned earlier, some managers inter- 
viewed felt that tight controls discouraged in- 
vestment ideas and expenditures in “maintain/ 
harvest” profit centers but not in growth profit 
centers. This idea leads to the following hypo- 
thesis: 


H5. The relationship between the pressure to meet 
financial targets and (a) profit center managers’ long- 
term thinking or (b) the encouragement or discourage- 
ment of new ideas is not moderated by the strategy of the 
profit center. 


QUESTIONNAIRE SURVEY 


The questionnaire survey was conducted with 
a sample of managers in the target company, the 
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company that provided access to the second set 
of managers who were interviewed. High-level 
approval for the project was secured, and then a 
contact in the corporate executive education 
department was asked to provide a random sam- 
ple of PC managers to be surveyed. The mana- 
gers were to be at the lowest level in the organi- 
zation with profit center responsibility (that is, 
these managers had functional managers report- 
ing to them). 

AS management of service businesses within 
the firm can involve quite different critical vari- 
ables and management processes, the sample 
was limited to manufacturing businesses. This 
limitation was made to ensure both that the man- 
agers would understand and be concerned with 
the questions being addressed and that their 
answers would be as nearly comparable as possi- 
ble. Furthermore, it was decided that the mana- 
gers surveyed should have at least some direct 
authority over manufacturing and sales to en- 
sure that they had a general management, rather 
than a functional, orientation. 

The corporate contact provided a list of the 
names and office addresses of 62 PC managers 
(about 30% of the total population of low-level 
PC managers in the firm) and a cover letter on 
company stationery to attach to the question- 
naire indicating corporate approval of the study. 
Then each of the managers on the list was sent 
the company cover letter, a letter on university 
stationery describing the purpose of the study, 
the questionnaire, a self-addressed, stamped re- 
turn envelope, and a postcard on which to indi- 
cate that the questionnaire had been returned. 
The postcard was used to determine the mana- 
gers to whom follow-up requests did not have to 
be sent while preserving the anonymity of the 
respondents. Response anonymity was consi- 
dered essential both to minimize social desir- 
ability bias and, as some of the questions 
touched very sensitive issues, to increase the re- 
sponse rate. 

After the questionnaire data were collected 
and a preliminary analysis was completed, a pre- 
liminary analysis of the results was presented to 
two group vice presidents and a group of about 
40 PC managers in the company who were 
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attending an executive education program. 
Finally, after the first draft of the paper was pre- 
pared, it was discussed with the corporate con- 
troller. Both of these final steps were done to en- 
hance the understanding of the findings. 


Measures 
The following measures were included in the 
questionnaire. 


Pressure to meet financial targets. The pres- 
sure to meet financial targets was measured by 
asking the managers to indicate the extent to 
which each of the following five types of 
financial controls affected the decisions made in 
the past year for expenditures on discretionary 
programs in their profit center: 


Net income targets: 

(a) annual 

(b) quarterly 

(c) monthly. 

Budgeted targets for: 

(a) total program expenditures 

(b) individual program expenditures. 


This question focused on discretionary expendi- 
tures because most of the critics’ comments 
about the dysfunctionality of control systems 
have been focused on the potential for reducing 
such expenditures. The rating was done on a 
scale from 1 (no effect on expenditures) to 5 
(great effect). 

The responses to these items were highly 
positively correlated, so to simplify the analyses 
the responses were added together and sum- 
marized into the following scales: 


Reliability — 
Pressure to meet: (Cronbach’s alph2) 
Net income targets 80 
Budgeted expense targets 62 


The alpha scores for both scales were above the 
lower limits of acceptability, generally felt to be 
around .50 or .60 (Nunnally, 1967). 


Manipulation of performance measures. To 
determine the extent of performance measure- 
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ment manipulation, managers were asked how 
frequently they (or someone within their or- 
ganization) took the following actions in order 
to comply with the controls: 


(1) Pulled profits from future periods into the current 
period by: 

(a) deferring a needed expenditure 

(b) accelerating a sale. 

(2) Shifted funds between accounts to avoid budget 
overruns. 

(3) Bought equipment from outside [the company] so 
that the design portion of the expenditure could be 


capitalized, even though the Job could have been done as 
well within [the company]. 


These specific forms of manipulation were 
noted in the interview phase of the study. Scor- 
ing of these items was from 1 (Never) to 4 (Fre- 
quently ). 

A question about the other major form of data 
manipulation — falsifying data — was included 
in the pilot test of the questionnaire. However, 
one respondent, an officer of the company, 
reacted negatively to this question because he 
thought an outsider to the company should not 
have access to this information. To avoid similar 
reactions from other managers and possible loss 
of the research site, this question was not in- 
cluded in the final questionnaire. 


Short-term orientation. Two measures were 
used to test whether the controls induced mana- 
gers to have a short-term orientation. Long-term 
time orientation was measured by using a time- 
orientation instrument developed by Lawrence 
& Lorsch (1967, p. 257). This instrument asks 
managers to indicate the percentage of their 
time that is devoted to working on matters 
which will show up in their profit and loss state- 
ment within 1 month or less, 1 month to 1 quar- 
ter, 1 quarter to 1 year, and 1 year to 5 years. In 
this study the last response was used as an indi- 
cator of the percent of managers’ time spent 
thinking long term (1—5 years). 

The other instrument assessed the effect of 
the controls on new ideas for expenditures of 
the following types:® 


*The categories of expenditures were identified during the interviewing phase of the study. 
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(1) New product development 
(2) Product engineering (improvement of existing pro- 
ducts) 


(3) Manufacturing process engineering (cost reduc- 
tions) 

(4) Basic research 

(5) Capacity expansion 

(6) Advertising and sales promotion 

(7) Employee development 

(8) Information systems. 


Scoring was on a scale from 1 (great encourage- 
ment) to 5 (great discouragement). A summary 
“discouragement” score was computed by sum- 
ming the responses to these eight items. Cron- 
bach’s alpha for this scale was .69. 


Environmental uncertainty. Environmental 
uncertainty was assessed using an environmen- 
tal rate-of-change instrument developed by 
Lorsch & Allen (1973) and also used by Sathe 
(1982), which asks managers to indicate the rate 
of change in each of six categories of their profit 
center’s environment, including competitors’ 
strategies and industry pricing patterns,’ on a 
scale from 1 (highly stable/infrequent change) 
to 4 (highly volatile/constant change ). Scores on 
these items were added together to produce a 
rate-of-change scale. Cronbach’s alpha for this 
scale was .64. 


Leader consideration, The superiot’s consid- 
eration for subordinates’ ideas and feelings was 
measured by using the consideration instrument 
from the revised Leadership Behavior Descrip- 
tion Questionnaire (LBDQ), Form XII (Stogdill, 
1963 ). This instrument uses 10 items to measure 
the profit center manager’s perception of their 
superior’s behaviors. A sample item is “he treats 
his subordinates as equals”. Each item is scaled 
from 1 (never) to 5 (always), and the measure is 
computed by summing the responses to the 10 
items with higher scores indicating more con- 
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siderate behavior. The alpha score for this scale 
was .86. 


Profit center strategy. The profit center’s 
Strategy was measured by using the firm’s own 
terminology; harvest, maintain/generate cash 
flow, selective growth, and rapid growth. Only 
one manager reported a harvest strategy, so this 
profit center was included with the maintain/ 
generate cash flow profit centers. These cate- 
gories were coded from 1 to 3 according the 
planned rapidity of growth. 


RESULTS 


The response from the managers who were 
asked to complete the questionnaires was excel- 
lent. Of the 62 managers in the sample, 50 re- 
sponded immediately and nine more did so after 
a followup, so the total response rate was 95%. 
But five of the managers reported that they had 
no direct authority over manufacturing, and as 
that condition had been set as necesary for inclu- 
sion in the sample, those five sets of responses 
were eliminated from the database. That left a 
sample of 54 responses. 

The respondents had important positions and 
significant management experience. Their PCs, 
on average, generated annual revenues of $201 
million and employed 2314 people.’ On aver- 
age, the respondents in the sample were 48 years 
old, had worked for the company for 22 years, 
and had been in their present positions for four 
years. 


Distributions of variables 

The distributions of the variables are shown in 
Table 1. On average, the perceived pressure to 
meet the net income targets and budgeted ex- 
pense targets was significant; both had impacts 
on decisions made in the profit centers. Scores 


*The full list of six factors was: (1) buying patterns and requirements of customers; (2) distributors’ attitudes; (3) industry 
buying patterns; (4) competitors’ strategies; (5) technical development relevant to this profit center’s business; (6) changes 


in production processes. 


‘These PCs were considerably larger than those studied in the only other study of dysfunctional behaviors of profit center 
managers (Otley, 1978). Otley reported the profit center managers in his sample ran units of “a thousand men” with annual 


sales of “several million pounds sterling”. 
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on both scales were above the midpoint of the 
five-point scale ranging from no effect to great 
effect. 

Data in Table 1 also show at least some pre- 
sence of manipulation of performance measures. 
Most common was pulling profits from future 
periods into the current period by deferring a 
needed expenditure; 49 (91% ) of the 54 PC 
managers reported that this behavior occured in 
the past year in her/her profit center. Most of the 
managers in the firm who were shown these data 
after the questionnaire results were summarized 
were not surprised; the common reaction was a 
nod and a smile. Some discouragement of new 


ideas is also apparent, as the mean is above the 


scale midpoint of “no effect”. 


Pressure to meet financial targets and 
manipulations of performance measures (H1) 
Hypothesis 1 postulated a positive relation- 
ship between the pressure to meet financial 
targets and the incidence of managerial manipu- 
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lations of performance measures. Table 2 shows 
the correlations between the perceived impact 
of financial controls variables and the manipula- 
tion variables. These data show significant posi- 
tive relationships betwen the control variables 
and the profit acceleration variables. The data 
suggest that pressure to meet net income or 
budgeted expense targets causes managers to 
pull income from the subsequent year by delay- 
ing expenditures or by accelerating sales. 

The correlations between target pressure and 
the two other manipulative behaviors — shifting 
funds between accounts and buying outside to 
capitalize the design — are not significant. Both 
of these behaviors are relatively rare (mean < 
2.0), and where they exist, pressure is not the 
sole causal factor. When shown the data, the 
managers explained that the shifting-funds be- 
havior is rare because, unlike the other be- 
haviors, it explicitly violates the corporation’s 
norm of acceptable behavior. A manager engag- 
ing in this behavior must be willing to risk being 


TABLE 1. Distributions of the Variables 


Possible 
range* 
Pressure to meet financial targets: 
Net income targets 3-15 
Budgeted expense targets 2—10 
Manipulation of performance measures: 
Profit acceleration: expenditures 1—4 
sales 1—4 
Shift funds between accounts 1-4 
Buy outside to capitalize design 1—4 
Long-term time orientation 0—100 
Discouragement of new ideas 8—40 
Environmental uncertainty 6-24 
Leader consideration 5-50 
Strategy: N 
Harvest 1 
Maintain/generate cash flow 13 
Selective growth 27 
Rapid growth 13 


Actual Theoretical Standard 
range midpoint Median Mean deviation 
3-15 9.0 10.3 10.6 3.2 
2-10 6.0 6.5 6.5 1.9 
1—4 2.5 3.0 2.9 0.9 
1-4 2.5 2.9 2.7 0.9 
1-4 2.5 1.4 1:7 0.8 
1-3 25 1.3 1.5 0.7 
5-80 NA 25.3 28.8 17.6 
16-35 24.0 25.5 25.7 3.9 
11-21 15.0 15.6 15.7 2.8 
17—48 30.0 30.0 33.5 6.0 


“Varies with coding and number of items in scale. For example, the range of a three-item variable with items coded on a 


5-point scale is from 3 to 15. 
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TABLE 2. Spearman rank order correlations between pressure-to-mect-financial- 
. targets variables and manipulation-of-performance-measures variables (71 = 54) 


Manipulation of performance measures: 
Profit acceleration: expenditures 
sales 
Shift funds between accounts 


Buy outside to capitalize design 


Pressure to meet: 

Net income Budget expense 
targets targets 
ARt** 22" 

22" 24a** 
13 10 


.03 


One-tailed significance: ***p < .01; **p < .05; *p < .10, 


caught engaged in an obvious violation of policy. 
The act of buying equipment outside the com- 
pany to capitalize the design portion of the job is 
relatively rare because many managers have no 
occasion to buy equipment that could be pro- 
duced as well inside the company. This question 
should have been worded to allow responses in 
a “not applicable” category. 


Moderating effects (H2 and H3) 

Hypotheses 2 and 3 were proposed to test for 
the possible moderating effects of environmen- 
tal uncertainty and superior consideration. For 
tests of these hypotheses, the sample was split at 
the median for each moderating variable. Then 
Spearman correlations between pressure to 
meet financial targets and the manipulation vari- 
. ables were calculated for each subsample, and z- 
tests were used to test the significance of the dif- 
ference between the correlation coefficients." 

Table 3 shows the results of the tests for the 
moderating influence of the environmental un- 
certainty variable. The signs of the pressure/ 
manipulation correlations support hypothesis 2 
for the profit-acceleration forms of manipula- 
tion, although only two contrasts are statistically 
significant because of the small sample sizes. On 
average, though, target pressure was more likely 
to induce managers operating in high uncer- 
tainty environments to pull profits from the sub- 
sequent year into the current year than it was to 
induce the same response from managers 
operating in low uncertainty environments. 

While this finding-is consistent with hypo- 


thesis 2 and Hirst’s (1983) theory, the managers’ 
reactions to these data provide the basis for a dif- 
ferent theory. Hirst argued that high emphasis 
on accounting measures of performance in- 
creases tension (and, he assumed, the incidence 
of manipulative behaviors) particularly in high 
uncertainty situations because the incomplete- 
ness of accounting measures in such settings 
causes role ambiguity. The managers gave a dif- 
ferent explanation, however. They explained 
that pulling profits from future years is less risky 
for managers operating in highly uncertain envi- 
ronments. Their revenue- and expense-factor 
forecasts are less certain, so they are more likely 
to be able to make up for the earnings borrowed 
from the subsequent year than are managers fac- 
ing a highly predictable environment. Further- 
more, Managers operating in uncertain environ- 
ments are more easily able to protect themselves 
from unfavorable subjective evaluations by exp- 
laining budget shortfalls as being caused by un- 
predictable and uncontrollable factors. 

The managers’ insights also suggest that 
Hirst’s explanation of the same basic finding, de- 
veloped from data collected from functional 
managers, may be relatively unimportant at pro- 
fit center organization levels. Relative to func- 
tional managers, profit center managers are 
more comfortable with role ambiguity (Vancil, 
1978), and they have greater abilities to take ad- 
vantage of accounting-measure incompleteness 
to use data manipulations to their own advan- 
tages. 

For the two relatively rare manipulative be- 


"In samples larger than 2 = 10, Vn—1-1,, is approximately distributed as N (0,1 ) (Bhattacharyya & Johnson, 1977, p. 531). 
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TABLE 3. Spearman rank order correlations between pressure-to-meet-financial-targets variables and manipulation-of- 
performance-measures variables in conditions of low and high environmental uncertainty 


Net income targets 


Overall Low 


sample env.unc. eny.unc. 


(n=54) (n=25) 
Manipulation of performance measures: 
Profit acceleration: 
expenditures 43 19 
sales .22 16 
Shift funds between accounts 13 31 
Buy outside to capitalize design .03 ak? 


One-tailed significance of z: ***p < .01; **p < .05; *p < .10. 


haviors (shifting funds between accounts and 
buying outside the company to capitalize the de- 
sign costs), the results do not support hypo- 
thesis 2. The interactions were consistently in 
the opposite direction, although only one con- 
trast was statistically significant. These findings 
suggest that further exploration of these rela- 
tionships might be fruitful. The results may be 
due to an interaction of several factors, including 
uncertainty, feasibility, and manager willingness 
to engage in a possibly dysfunctional activity. 
Table 4 shows the results of the test of the pos- 
sible moderating influence of superior consider- 


Pressure to meet: 
Budgeted expense targets 
High Overall Low High 
sample eny.unc. env. unc. 

(n=19) z  (n=54) (n=18) (n=19) z 
-52 —1.00 .22 .05 43 —1.45 
19 —.09 24 mate 4 40 —2.19°* 

—.16 1.43 .10 .28 —,O1 88 
—.25 1.28 —.10 — 06 


-11 -15 


ation. These data are not significant and provide 
no support for hypothesis 3 which was based on 
Otley’s speculation that high consideration by 
superiors lessens the tendency for budget pres- 
sure to induce manipulative behaviors. 


Pressure to meet financial targets and 
short-term ortentation (H4) 

Hypothesis 4 proposed a link between pres- 
sure to meet short-term financial targets and a 
short-term managerial orientation. The data 
shown in Table 5 support this idea. The correla- 
tion between the impact-of-financial-controls 


TABLE 4. Spearman rank order correlations between pressure-to-meet-financial-targets variables and manipulation-of- 
performance-measures variables in conditions of low and high superior consideration 


Net income targets 


Overall Low 
sample consid. 
(n=54) (n=25) 


Manipulation of performance measures: 


Profit acceleration: 
expenditures A3 44 
sales 22 16 
Shift funds between accounts 13 05 
Buy outside to capitalize design .03 —.06 


One-tailed significance of z: ***p < .01; **p < .05; *p < .10. 


Pressure to meet: 
Budgeted expense tarpets 
High Overall Low High 

consid. sample consid. consid. 

(n=29) z  (n=54) (2=25) (n29) z 
.43 .04 22 14 31 — 62 
28 — 43 24 30 ian 29 
21 —.59 10 10 14 15 
2 —.66 —.10 - ~~ .Q3 13 37 
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TABLE 5. Spearman rank order correlations between pressure-to-meet-financial- 
targets variables and encouragement-of-short-term orientation variables (n = 54) 


Encouragement of short-term orientation: 


Long-range time orientation 
Discouragement of new ideas 


Pressure to meet: 
Net Income Budget Expense 
Targets Targets 


18 
Do iad 


—.19* 
31°" 


One-tailed significance: ***p <.01; **p < .05; *p < .10. 


variables and the long-term time orientation var- 
iable are negative (but barely statistically signifi- 
cant ), and the correlations with the discourage- 
ment-of-new-ideas variable are significantly 
positive. These latter results, however, may be 
due to the way the pressure-to-meet-financial- 
targets variable was made operational; pressure 
was measured in terms of the effect of controls 
on expenditures on discretionary programs. 
Thus it would have been surprising if the two 
measures had not been positively correlated. 

Hypothesis 4 was explored further by analys- 
ing the individual effect-on-new-ideas scale 
items. Table 6 shows the distributions of these 
items. None of these data is individually signific- 
antly different from the 3.0 midpoint (“no en- 
couragement or discouragement”). However, 
seven of the eight scores are greater than 3.0, in- 
dicating discouragement of new ideas, and the 
probability of this pattern is less than .05. 

The one exception to the > 3.0 pattern is 
manufacturing process engineering (cost reduc- 


tions). The difference between the scores on 
this short-term-oriented variable and most of the 
other scores is significant at p < .05 or better.'* 
This result provides additional support for the 
idea that control systems tend to discourage 
long-term investments but not those promising 
short-term payoffs; in other words, they do en- 
gender a short-term focus. 


Moderating effect of strategy (H5) 

Hypothesis 5 was proposed to test for the pos- 
sible effect of strategy in moderating the 
financial controls/short-term orientation rela- 
tionship. The data shown in Table 7 do not sup- 
port the supposition expressed by some mana- 
gers in the interviews that the rapid growth pro- 
fit centers are immune to the effects of the 
financial control system; the signs of the control 
impact/short-term orientation relationships in 
high-growth divisions are identical to those in 
the overall sample. These results suggest either 
that the managers’ perceptions are wrong or that 


TABLE 6. Distribution of controls’ effect-on-new-ideas variables 


Effect on: 


New product development 

Product engineering (improvement of existing products ) 
Manufacturing process engineering (cost reductions) 
Basic research 

Capacity expansion 

Advertising and sales promotion 

Employee development 

Information systems 

Overall discouragement of new ideas 


1 = great encouragement. 5 = great discouragement. 


Range (actual) Mean Standard deviation 
1-5 3.4 0.9 
1-5 3.1 6.9 
1-5 2.8 1.0 
1-5 3.4 0.9 
1-5 3.2 0.8 
1—5 3.4 0.8 
1-5 3.3 0.8 
2-5 3.2 0.7 
16-35 25.7 3.9 


"Ror example, for the difference between scores for the effect on expenditures for manufacturing process engineering (cost 
reductions) and those for new product development, ¢ = 4.00 (p < .01). 
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the measure does not isolate the few profit cen- 
ters of the highest strategic importance which 
are given immunity from short-term financial 
pressure. 


FOLLOW-UP INTERVIEW WITH CONTROLLER 


After a finished paper was prepared, it was 
sent to the target firm’s controller, and a follow- 
up interview was scheduled to get his reaction 
to the explanation of findings. A primary motiva- 
tion for this final research step was to gain an un- 
derstanding of whether corporate management 
was aware of and concerned about these control 
system side effects. 

The controller was generally not surprised by 
the data, with the exception that the frequency 
of incidence of the data manipulation behaviors 
was higher than he would have estimated. His 
degree of concern about the behaviors are 
mixed, but he felt that the data manipulation be- 
haviors observed were generally “flat wrong”. 
He noted that auditors would write the mana- 
gers up on these actions if they found them: 


If we catch [the profit center managers] pulling in future 
profits constantly, we tell them to stop it. We'll never 
know what the true operating results are. 


The only manipulative behavior about which 
he was somewhat equivocal involved profit 
center manager efforts to capitalize, rather than 
expense, certain expenditures. He described a 
recently implemented corporate policy allow- 
ing profit centers to capitalize certain large soft- 
ware purchases (greater than $100,000) so as 
not to discourage them. These accounting en- 
tries were reversed at corporate, consistent with 
the corporation’s desire to maintain conserva- 
tive accounting. But in the absence of a specific 
policy permitting such behavior, he felt mana- 
gers’ efforts to source equipment outside the 
company so that the design portion of the ex- 
penditure could be capitalized was wrong. 

On the other hand, the controller was less 
ready to condemn the profit center managers for 
having a short-term orientation. In top manage- 
ment discussions on that topic, he said, “The 
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feeling is that if the manager can’t swing the 
short-term, he can’t swing the long term”. He 
said that the corporation values a “steady state 
investment profile”, but plans have to be ad- 
justed according to market conditions. Mana- 
gers are expected to make their operating plans, 
and if market conditions cause a delay in key en- 
gineering program, “that’s a call [the profit 
center managers] have to make”. 

Significantly, however, he noted that since the 
study was conducted the corporation has taken 
a number of significant steps to reduce the pres- 
sures that induce managers to engage in man- 
ipulative and short-sighted behaviors. These are 
among the changes made: 


(1) The corporation has moved away from its practice of 
moving managers between businesses based on the phil- 
osophy that “A manager is a manager is a manager". Now 
the tendency is to leave a manager in the same business 
for a long time, even for his/her whole career. This will 
give him or her a longer-term orientation. 


(2) For performance evaluation and reward purposes, 
the corporation has changed from very visible, quantita- 
tive performance measures, with heavy weighting on 
financtal measures, to largely subjective evaluations of 

_ performance. Where possible, the evaluations take into 
consideration performance of competitors facing the 
game market environment. The corporation, in fact, no 
longer has a document describing its bonus plan; mana- 
gers are just shown the historical distribution of the 

. bonus pool This has “taken the pressure off end-of-year 
performance improvements”. 


(3) Top management has become more willing to accept 
a revised operating plan when the environment changes, 
and “people are more likely to come forward to propose 
a revision if they are doing badly than if they are doing 
weil”. 


Overall, then, these comments support the 
conclusion that the high pressure to meet short- 
term financial targets caused negative side ef- 
fects in Firm B. The firm became aware of the 
costs of these side effects and took steps to re- 
duce them. 


SUMMARY AND CONCLUSIONS 


This study addressed questions about the rela- 
tionships between the controls used in di- 
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visionalized corporations and two types of po-. 


tentially negative side effects: manipulations of 
performance measures and encouragement. of 


short-term orientations. The research involved’ 


- both unstructured interviews and analysis of sur- 
vey data. 

A number of interesting findings were appa- 
rent. Managers in both companies acknow- 
ledged manipulative behaviors and’ short-term 


orientations. Consistent with expectations, the _ 


incidence of most of these behaviors was posi- 

tively associated -with the felt impact of the 
financial controls. This correlation supports the 
observations made by Ridgway (1956), 
Flamholtz (1979), Merchant (1985a) and others 
that the potential costs of control systems can be 
much greater than just the out-of-pocket costs. 

Tests of the possible moderating influences of 
environmental uncertainty, superior considera- 
tion, and business strategy showed weak or in- 
significant results. Although the tests of these in- 
fluences were weak because of crude measures 
and small sample sizes, these findings suggest 
that the behavioral effects of financial pressures 
may be reasonably constant across profit centers 
within a firm. 

Drawing implications from these findings 
must be done with caution, however, because 
the study has several important limitations. First, 
the findings are derived from only two firms, and 
the statistical analyses.come from data collected 


at only one of the firms. Second, the manipula- » 


tive actions studied here were primarily those 
discovered in the interviews, and it is quite likely 
that other manipulative actions take place in 
profit centers in these firms. and, certainly, 
elsewhere. . Third, the interviews were. con- 


ducted during difficult economic times, and - 
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Fourth, many of the measures used were crude 
because well-tested instruments of most of the 
phenomena of interest do not yet exist. Fifth, 
some insights did not come until late in the re- 


_ search, too late to be exploited in the survey por- 
., tion of the study. For example, managers who 


had no opportunities to engage in some of the 


‘unintended actions should have been segre- © 


gated from those who had opportunities but did 
not use them. Some managers had no occasion to 
buy equipment, so they could not answer that 
they had bought from outside the company in 


: order to capitalize the design portion of the job. 


Failure to make this segregation gives a down- 
ward bias to the distributions of the fréquencies 


of the: actions. Better understanding of the 


phenomena would eliminate some of this noise 
and, combined with better measures, would also 
allow sharper modeling and statistical analyses. 
And finally, the unavoidably small sample size 
and lack of prior theory on the phenomena limit 
the analysis to nonparametric statistical tests 
rather than tests of more formal structural mod- 
éls. 

Although the basic findings: of this study are | 


consistent with many recent criticisms _ of 


financial control systems, much more research is 
necessary before reliable conclusions can be 
made that most U.S. firms’ systems are flawed. 


The ‘controllers comments, in ` particular, 
_ suggest that some amount of data manipulation, - 


myopia, and other dysfunctional side effects may 
be present even in optimally designed control 
systems.’ Research that’ considers these 
phenomena from the perspectives of top-level 


managers is necessary to separate the unin- 


-.tended control system side effects from those 
‘that top management tolerates or even encour- 


there is reason to believe that the results would ages. 
differ in times of good economic conditions. 
BIBLIOGRAPHY 


Argyris, C., Strategy, Change and Defensive Routines (Marshfield, MA: Pitman, 1985). - 
Bailey, J. & McCoy, C. F., To Hide Huge Losses, Financial Officials si Gimmicks, Wall Street 


Journal (January 12, 1987) p. 1. 


312 


KENNETH A. MERCHANT 


Beidleman, C., Income Smoothing: The Role of Management, Tbe Accounting Review (October 1973) pp. 
653-667. 

Bhattacharyya, G. K. & Johnson, R. A., Statistical Concepts and Metbods (New York: Wiley, 1977). 

Birnberg, J. G., Turopolec L. & Young, S. M., The Organizational Context of Accounting, Accounting, 
Organizations and Society (1983) pp. 111-130. 

Briloff, A. J., Unaccountable Accounting (New York: Harper & Row, 1972). 

Briloff, A. J., More Debits Than Credits (New York: Harper & Row, 1976). 

Brownell, P., The Role of Accounting Data in Performance Evaluation, Budgetary Participation, and 
Organizational Effectiveness, Journal of Accounting Research (Spring 1982) pp. 12-27. 

Cammann, C., Effects and the Use of Control Systems, Accounting Organizations and Society (1976) pp. 
301-314. 

Caplan, E. H. & Champoux, J. E. Cases in Management Accounting: Context and Bebavior: The Ralin 
Company — An Exploratory Study (New York: National Association of Accountants, 1978). 

DeAngelo, L. E., Managerial Competition, Information Costs, and Corporate Governance: The Use of 
Accounting Performance Measures in Proxy Contests, Journal of Accounting and Economics (January 
1988) pp. 3-36. 

Dearden, J., Problems in Decentralized Profit Responsibility, Harvard Business Review (May—June 1960) 
pp. 72-80. 

Flamholtz, E. G., Behavioral Aspects of Accounting‘Control Systems, in Kerr, S. (ed.) Organizational 
Bebavior (1979) pp. 289—316. 

Hayes, R. H. & Abernathy, W. J., Managing Our Way to Economic Decline, Harvard Business Review (July— 
August 1980) pp. 67—77. 

Hayes, R. H. & Garvin, D. A., Managing as if Tomorrow Mattered,” Harvard Business Review (May—June 
1982) pp. 70-79. 

Healy, P. M., The Effect of Bonus Schemes on Accounting Decisions, Journal of Accounting and Economics 
(April 1985) pp. 85~107. 

Hirst, M. K., Reliance on Accounting Performance Meare Task Uncertainty and Dysfunctional Behavior: 
Some Extensions, Journal of Accounting Research (Autumn 1983) pp. 596—605. 


Hirst, M. K, Accounting Information and the Evaluation of Subordinate Performance: A Situational 


Approach, The Accounting Review (October 1981) pp. 771-784. 

Hofstede, G. H., The Game of Budget Control (Assen, The Netherlands: Van Gorcum, 1967). 

Hopwood, A. G., An Empirical Study of the Role of Accounting Data in Performance Evaluation, Empirical 
Research in Accounting: Selected Studies, 1972, aa to Journal of Accounting Research (1967) 
pp. 156~182. 

Lambert, R, A, Income Smoothing as Rational Equilibrium Behavice: The Accounting Review (1984) pp. 

' 604-618. 

Lawrence, P. R & Lorsch, J. W. Organization and Environment Managing Differentiation and 
Integration (Boston: Division of Research, Harvard Business School, 1967). 

Logue, D. E, Counter Evidence on Managements’ Investment Myopia, California Managemeni Review 
(Fall 1985) pp. 169-178. 

Lorsch, J. W. & Allen, S. A. II, Managing Diversity and Interdependence: An Organizational Study of 
Muiti-Diviston Firms (Boston: Division of Research, Harvard Business School, 1973). 

Merchant, K. A., Control in Business Organizations (Cambridge, MA: Ballinger, 19852). 

Merchant, K. A., Organizational Controls annd Discretionary Program Decision Making: A Field Study, 
Accounting, Organizations and Society (1985b) pp. 67-86. 

Narayanan, M. P., Managerial Incentives for Short-Term Results, Tbe Journal of Finance (1985) pp. 1469- 
1484. 

Norris, W. C., How to Expand R&D Cooperation, Business Week (April 11, 1983) p. 21. 

Nunnally, J. C., Psychometric Theory (New York: McGraw-Hill, 1967). 

Otley, D. T., Budget Use and Managerial Performance, Journal of Accounting Research (Spring 1978) pp. 
122-149. 

Reece, J. S. & Cool, W. R., Measuring Investment Center Performance, Harvard Business Review (May—Junc 
1978) pp. 28-49. 

, V. F, Dysfunctional Consequences of Performance Measurements, Administrative Science 
Quarterly (1956) pp. 240-247. 

Ronen, J. & Sadan, S., Smoothing Income Numbers: Objectives, Means and Implications (Reading, MA: 

Addison-Wesley, 1981). 


FINANCIAL CONTROLS 


Rosner, M. M., Administrative Controls and Innovation, Bebavioral Science (1968) pp. 36~43. 

Sathe, V., Controller Involvement in Management (Englewood Cliffs, NJ: Prentice-Hall, 1982). 

Schiender, B. R., Datapoint Kept Trying to Set Profit Records Until the Bubble Burst, Wall Street Journal (27 
May, 1982) p. 1. 

Solomons, D., Divisional Performance: Measurement and Control (Homewood, IL: Richard D. Irwin, 
1965). . 

Thurow, L. C., Where Management Fails, Newsweek (December 7, 1981) p. 78. 

Vancil, R. F., Decentralization: Managerial Ambiguity by Design (Homewood, IL: Dow Jones—Irwin, 
1979). 

Watts, R. L. & Zimmerman, J. L., Towards a Positive Theory of the Determination af Accounting Standards, 
The Accounting Review (January 1978) pp. 112-134. 

Weberman, B., Rumpelstilzchen Accounting, Forbes (24 February 1986) pp. 30-31. 

Worthy, F. S., Manipulating Profits: How It's Done, Fortune (25 June 1984) pp. 50-54. 


313 


0361-3682/90 $3.00+.00 
Pergamon Press pic 


Accounting, Organizations and Society, Vol. 15, No. 4, pp. 315—338, 1990. 
Printed in Great Britain 


ON THE INTERRELATIONS BETWEEN ACCOUNTING AND THE STATE* 


PETER MILLER 
London School of Economics and Political Sctence 


Abstract 


A concern with ‘the interrelations between accounting and the state is integral to recent studies of 
accounting change. Yet there has been little explicit attention to ways of thinking about the nature of the 
linkages themselves, and the concepts that might be used to analyse them. Approaches that rely on an 
implied exteriority between accounting and the state are argued to neglect these interrelations. The 
theoretical limitations of “functional” and “external factor” approaches are discussed as a way of 
highlighting the importance of these issues. A framework is proposed that differs from these models. This 
focuses on the relays, linkages and interdependencies between the practices and rationales of accounting 
on the one hand, and the state defined as a loosely assembled complex of rationales and practiges of 
government on the other. The theoretical framework suggested centres on a distinction between two 
aspects of government. Firstly, the programmatic and abstract field of rationales, statements and claims that 
sets out the objects and objectives of government, and that is termed “political rationalities”. Secondly, the 
range of calculations, procedures and tools that materialize and visualize processes and activities, and that 
is termed “technologies”. Whilst distinct, these two aspects of government are linked in a relationship of 
reciprocity. The specific rationales that articulate political rationalities allow congruences to be established 
between the roles ofaccounting and the objectives of government. The ways of calculating and intervening 
provided by technologies enable domains to be operated upon and enrolled within programmes of 
government. This framework is illustrated by reference to innovations in accounting and other practices of 
government across the “Colbert period” of Louis XIV’s reign, 1661-1683. This was a significant period of 
innovation for private enterprise accounting, and for a range of practices of government. It is through a 
particular rationale of “order” that these two distinct sets of practices are argued to have been aligned, and 
roles for accounting articulated. An examination of these issues is considered to demonstrate the 
importance of examining the interrelations of accounting and the state. 


A concern with the interrelations between ac- (Watts & Zimmerman, 1986). Studies of the reg- 


counting and the state is integral to a number of 
recent studies of accounting change. The impact 
of accounting reports on the decision-making 
behavior of government has been identified as 
one dimension of “economic consequences” 
(Zeff, 1978). Accounting measurement in this 
view is implicated in issues such as tax reform, 
wage bargaining, and the economic effects of 
conglomerate mergers. Economic theories of 
the political process have sought to explore em- 
pirically how accounting numbers enter into the 
competition for wealth transfers that often in- 
volves government agencies and politicians 


ulatory process have highlighted the changing 
relationships and tensions between the state and 
the profession, and how these vary according to 
national contexts (Cooper et al, 1988; Puxty et 
al, 1987; Robson, 1988; Willmott, 1986). 
Government involvement in business life during 
the First World War has been identified as an im- 
portant factor in the emergence and spread of 
cost accounting in the U.K. (Armstrong, 1987; 
Loft, 1986). The differential national develop- 
ment of accounting has been shown to be linked 
to differences in legal systems and state struc- 
tures (De Kerviler & Standish, 1988; McComb, 
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1979; Napier & Noke, 1988; Parker, 1986; 
Walker, 1988). Evidence of the role of the state 
in accounting change has been detected in 
national strategies for macro-economic manage- 
ment, policies for price control, and attempts to 
relate internal modes of financial reporting to 
more detailed representations of the economic 
functioning of the production process 
(Armstrong, 1987; Burchell et al 1985; Hop- 
wood, 1986; Miller, 1989). National accounting 
has been characterized as intimately linked to 
the exercise of national power (Fourquet, 1980; 
Miller, 1986; Studenski, 1958). In different ways, 
and from different theoretical perspectives, the 
interrelations of accounting and the state have 
thus been viewed as central to the understand- 
ing of accounting change. 

Despite this concern with the interrelations: 
between accounting and the state, there has 
been little explicit attention to ways of thinking 
about the nature of the linkages themselves, and 
the concepts that might be used to analyse them 
(Burchell et al, 1985; Hopwood, 1986; Puxty et 
al, 1987; Willmott, 1986).' One prevalent ap- 
proach identifies discrete interest groups pre- 
sumed to have an existence independent of ac- 
counting, and then seeks to demonstrate their 
causal influence on accounting procedures 
(Watts & Zimmerman, 1986). This notion of an 
exteriority between interested parties and ac- 
counting policy can be implicitly maintained 
without rigid adherence to a particular method 
(Bromwich, 1981; Previts & Merino, 1979; Zeff, 
1972, 1978). The attractions of such a frame- 
work are considerable. Whilst its possibilities 
have yet to be fully explored, it has much poten- 
tial for extending the understanding of account- 
ings embeddedness in political processes. Yet in 
demarcating with such apparent ease those en- 
tities considered to be independent causal influ- 
ences on accounting procedures, the nature of 
the interrelations between these entities tends 
to be overlooked. 

The argument of this paper is that the inter- 
relations of accounting and the state are such 


that we have to do something rather different 
than trace the causal influences considered to 
flow between two given and discrete entities. 
The linkages between accounting and the state 
are viewed here as reciprocal relationships be- 
tween and within two loosely assembled sets of 
practices. It is the practices and rationales out of 
which “accounting” and “the state” were 
formed, and the relays established between 
them that is of concern here. For “accounting” 
on the one hand and “the state” on the other 


_ have not always had the self-evident distinctive- 


ness we associate with them today. Rather, they 
emerged as distinct entities out of a variety of 
processes that constructed them qua discrete. It 
is important to examine the complex of prac- 
tices and rationales that goes to make up each 
(Burchell et al, 1985; Hopwood, 1983, 1985a, 
1985b, 1987; Miller, 1986): This should allow us 
to explore how changes in the constitutive com- 
ponents of one complex make possible the 
emergence, articulation or transformation of the 
other. Thus specific calculative practices and 
their rationales, whether these be capital 
budgeting techniques or simply the keeping of 
rudimentary ledgers, are held to be linked to par- 
ticular conceptions of government and of the ap- 
propriate mechanisms through which they are 
to be enacted (Miller, 1989). Likewise, the con- 
struction and elaboration of governmental pro- 
grammes are processes that often call upon the 
calculative practices of accounting to make their 
objectives operable (Rea & Cooper, 1989; Hop- 
wood, 1984, 1986). More succinctly, “arts of 
government” and economic calculation are not 
easily separable (Foucault, 1979, 1981a; 
Hirschman, 1984). 

To explore the interrelations between ac- 
counting and the state in these ways calls for 
some Clarification of terms. Accounting is de- 
fined here not as a narrowly technical 
mechanism for recording transactions. It is un- 
derstood as a process of attributing financial val- 
ues and rationales to a wide range of social prac- 
tices, thereby according them a specific visibil- 


1 An exception that draws on the work of Streeck & Schmitter (1985) and that explicitly addresses some of these theoretical 


issues is (Puxty ęt al (1987). 
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ity, calculability and operational utility (Bur- 
chell et al, 1985; Miller & O'Leary, 1987). De- 
fined in these terms accounting is a process that, 
as the artist Paul Klee said of painting, does not 
reproduce the visible but renders visible (Klee, 
1982; cf. also Hopwood, 1986). Accounting is lo- 
cated as a central component within a broad 
range of practices of economic calculation, 
rather than being viewed as an independent set 
of techniques. Prominent among these is statis- 
tics understood under its older and more all-em- 
bracing title of “political arithmetic” (Hacking, 
1975, 1981). Numerical documentation of the 
activities of the nation, whether for taxation pur- 
poses or to gain a better understanding of the 
condition of particular industries, is viewed as 
both supporting accounting and in turn assisted 
by it. 

The meaning of the term “state” also needs to 
be clarified. It is defined here in a nominalist 
sense to refer to an assemblage of practices, 
techniques, programmes, knowledges, 
rationales and interventions that are at most pro- 
vided with a temporary unity and individuality 
(Ewald, 1986; Foucault, 1979, 1981c; Giddens, 
1985; Gordon, 1980, 1987; Hirschman, 1984; 
Hopwood, 1986; Mann, 1986; Meyer, 1983; Mil- 
ler, 1987; Miller & Rose, 1986, 1988, 1990; 
Poggi, 1978; Rose & Miller, 1989; Rose, 1988, 
1989a; Thomas & Meyer, 1984; Wuthnow, 
1989). To understand what the state is, the ini- 
tial task is to examine practices of government. 
In this interpretation “the state” is a composite 
reality whose materiality and effects arise out of 
a network of practices and rationales that seek to 
programme and intervene in economic and so- 
cial life. This nominalist usage of the term state 
suggests attention to a range of “arts of govern- 
ment” whose dual nature can be identified as fol- 
lows.” 

Firstly, there is a programmatic aspect to 
government that can be given the name politi- 
cal rationalities. This is the field of statements, 
claims and prescriptions that sets out the objects 
and objectives of government. Objects such as 
the “economy” or “society” are entities that 
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have been constructed and made intelligible ac- 
cording to a particular way of thinking of them 
as an economy or a society (Gordon, 1987; 
Thomas & Meyer, 1984; Wuthnow, 1989). This 
is accomplished through relatively systematic 
discursive matrices that adopt a more or less 
common vocabulary and that specify approp- 
riate bases for the organization and mobilization 
of social life. By its nature highly abstract, this 
domain of rationales and reflections addresses 
questions such as what and how to govern, and 
what the principles of government should be. At- 
tempts to govern an economy or a society take 
the form of a constant succession of pro- 
grammes, evaluations of the success or failure of 
one programme typically being documented by 
reference to the supposed advantages of another 
programme. 

Together with the vocabularies that define a 
domain to be governed and that endow it with 
certain characteristics goes a second aspect of 
government. This is the disparate body of tech- 
niques that makes the objects and objectives of 
government amenable to interventions (Hack- 
ing, 1983; Rose, 1988; Latour, 1986, 1987). The 
term technologies can be used to refer to this 
wide range of calculations, procedures and 
mechanisms of government. Technologies are a 
distinctive aspect of government, but they also 
complement the programmatic aspects, enabl- 
ing them to be represented as operable in princi- 
ple. Technologies are called upon within politi- 
cal argument to deliver and realize abstract aims 
such as order, efficiency or whatever. Equally, 
those who devise and operate these 
technologies argue for and promote their signifi- 
cance in relation to very general and abstract 
ends which they promise to bring about. There 
is thus an essential reciprocity between the 
programmatic and the technological aspects of 
government. Technologies of government 
materialize and visualize processes and activities 
to be regulated. Technologies also make proces- 
ses and activities thinkable according to certain 
theoretical principles derived from specific 
bodies of knowledge. Political economy, statis- 


“For Amore tended discussion ob Tene iene cf Miller Snowe (1770) and Rove & Miler 1999) THE framework proposed 
in these papers draws upon the treatment of these issues on Gordon (1980). 
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tics and concepts of probability all play their role 
in “making up” a governmental realm to be acted 
upon (Hacking, 1986). Written reports, books of 
account, pictures, charts and graphs all repre- 
sent a domain and can be deployed in attempts 
to administer it..As technologies they do not 
have a neutral function of recording the real, but 
literally represent it in such a way as to make it 
susceptible to evaluation, calculation and inter- 
vention. And in the process they create “centres 
of calculation” (Latour, 1987), sites at which in- 
formation is accumulated about other places, 
processes, entities and activities that are distant. 
It is this capacity to know, to calculate, to inter- 
vene and to master distant processes according 
to bodies of knowledge deemed true that 
characterizes modern forms of government. 

It is of course possible to make: further dif- 
ferentiations within each of these two distinc- 
tive aspects of government (Miller & Rose, 
1990; Rose & Miller, 1989). The field of prog- 
rammatic statements that is called political 
rationalities in this paper ranges from very 
generalized ethical principles to quite specific 
attempts to regulate particular domains of econ- 
omic and social life. And the sphere of 
technologies includes not only devices of in- 
scription, but also the bodies of theoretical 
knowledge they draw on as well as other 
mechanisms such as particular forms of argu- 
ment that seek to make government operable. 
But the important point for the purpose of this 
paper is the broad distinction between these 
two aspects of government, and an insistence on 
examining the linkages and relays between 
them. For it is through technologies of govern- 
ment that the programmatic realm of political 
rationalities is made operable. This is not a mat- 
ter of the “implementation” of ideal schemes in 
the real. Indeed the ideal nature of programmes 
implies that there will always exist a gap be- 
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tween their aspirations and their actual function- 
ing (Gordon, 1980). Rather, the linkages be- 


. tween programmes and technologies are estab- 


lished in important part by rationales that enable 
a translatability (Callon, 1986; Latour, 1986) to 
be established between prevailing political ide- 
als and a variety of mechanisms of political rule. 
The adoption of shared vocabularies and 
theories enables fiexible associations to be 
formed between a variety of actions and agents 
dispersed in time and space (Miller & O'Leary, 
1989). Equally, particular techniques of econ- 
omic calculation can be given roles and signifi- 
cances within specific forms of political argu- 
ment (Burchell et al, 1980). It is a focus on the 
practices and rationales that make this translata- 
bility possible that is argued to be central to un- 
derstanding the interrelations of accounting and 
the state. eo 

- These issues concerning the interrelations be- 
tween accounting and the state are addressed in 
this paper by means of a historical detour via 
seventeenth century France. In particular, the 
focus is on the changes that took place in ac- 
counting and the state across what can be 
termed the “Colbert period” of Louis XIV’s 
reign, 1661—1683. This was a period of innova- 
tion for private enterprise accounting, and for 
those practices of government that concerned 
the detailed administration of the nation. This 
period is chosen because these concurrent de- 
velopments within accounting and the state 
allow us to explore the nature of their interrela- 
tions. It is a period that has been identified as de- 
cisive for the development of contemporary 
French accounting (Bailey, 1984; Degos, 1986; 
De Kerviler & Standish, 1988; Howard, 1965; 
Napier & Noke, 1988; Vlaemminck, 1979). Itisa 
period that historians, despite disputes over the 
extent and significance of the changes,” have re- 
garded as crucial for the development, exten- 


> One important aspect of such disputes can be characterized in terms of two approaches: “absolutist” (e.g. Lough, 1954) and 
“anti-absolutist” (e.g. Mettam, 1988). The often strongly expressed differences of interpretation between these two 
approaches primarily concern the extent and effects of the administrative reforms of Louis XTV and Colbert. However, the 
differences of viewpoint seem to have arisen to a large extent from an over-claboration on the part of both absolutist and anti- 
absolutist historians of their respective theses. For the purposes of this paper, it is worth noting that both camps agree that 
the reforms undertaken under Louis XIV and Colbert evidence a centralizing tendency within French administration that 
produced effects over the following century and more. Whether one wishes to call this process “absolutism” is of little 


significance here. 
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sion and consolidation of royal power across the 
kingdom of France (Anderson, 1974; Beik, 1985; 
Lough, 1954; Mettam, 1988; Parker, 1983; 
Rothkrug, 1965; Tilly, 1986). For these reasons 
the “Colbert period” provides a highly approp- 
riate focus for the more general concerns of this 


ACCOUNTING AND THE STATE: SOME 
THEORETICAL CONSIDERATIONS 


Before proceeding with the illustrative focus 
of the paper, it may be helpful to consider some 
theoretical issues that inform ways of thinking 
about accounting and the state. This can be done 
by schematically identifying a small number of 
types of explanation. Characterizing just some of 
the relevant writings by reference to their prin- 
cipal theoretical arguments has limitations and is 
necessarily a crude procedure. However it has 
the advantage of clarifying the distinctiveness of 
the approach adopted here. For ease of exposi- 
tion the following is limited to two basic ap- 
proaches — “functional” and “external factor” 
explanations — which are then subdivided. 
These artificial categories overlap, and are not 
necessarily incompatible. Also, they clearly do 
not include all studies, and there are other possi- 
ble characterizations of analyses of the state.’ 
Nonetheless this distinction has considerable 
heuristic value. 

Functional models, based on the conception 
that states develop out of the internal develop- 
ment of societies, persist as influential explana- 
tions of the emergence of states (Lindblom, 
1982; Thomas & Meyer, 1984). Whether the in- 
tegrative mechanism is the societal division of 
labour, the need to coordinate the functions of 
society as a whole, or the reproduction of exist- 
ing class relations and their attendant exploita- 
tive mechanisms, the underlying conception of 
the state as primarily functional in character is a 
common theme. One can subdivide functional 
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conceptions of the state into “conventional” and 
“radical” perspectives (Lindblom, 1982). 

Conventional or mutual-benefit versions of 
functional approaches view the state as a resol- 
ver of conflicts (Dahl, 1972; Prewitt & Verba, 
1977). Conflicts abound, yet they are secondary 
and take place within a core of fundamental ser- 
vices or benefits desired by all citizens: a pros- 
perous economy, law and order and so forth 
(Lindblom, 1982). Specialized political 
machineries provide the mechanisms whereby 
government, the state or business can be held re- 
sponsible to society as a whole. Elites with dis- 
proportionate political influence may exist, yet 
democratic institutions ensure that they are 
answerable to society. Accounting can be under- 
stood through such a model by reference to the 
role it plays in assisting corporate accountabil- 
ity, installing monitoring systems within firms, 
contributing to the overall maximization of wel- 
fare in society, or even obviating the need for 
politico-regulatory mechanisms (Jensen & 
Meckling, 1976, Watts & Zimmerman, 1986; 
Williamson, 1975, 1931). 

Radical versions of the functional model vary 
considerably in the mechanisms they identify as 
having a causal role, and in how strong they con- 
sider this causality or determination to be. Early 
Marxist views of the state depicted it as a direct 
embodiment of the interests of the ruling class 
(Engels, 1972), whereas more recent studies 
have identified the shortcomings of such a view, 
emphasized the importance of a socio-historical 
approach, and accorded the state a greater de- 
gree of autonomy from the economic interests 
of the dominant class (Althusser, 1970, 1971; 
Poulantzas, 1973, 1975, 1976, 1978; Tinker, 
1984). More sophisticated analyses have been 
possible as a result. The notion that competing 
political interests are represented within the 
state means that the latter cannot be reduced to 
a simple and direct effect of the economic rela- 
tions of production (Colletti, 1972, 1973; della 
Volpe, 1978). The concentration of capital and 


: Thomas & Meyer (1984) provide a very useful overview of recent studies of the state. The following is loosely based on their 
classification of approaches. See also Badie & Birnbaum (1983). 


> See Tilly (1975) for a different way of ordering such material. 
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historically specific forms of competition im- 
pose themselves on the structure of the state and 
social relations through a contradictory rather 
than a linear process (Aglietta, 1976, p. 16). And 
the role of the state in organizing social and 
political life and reproducing an economic order 
is viewed as a contradictory process involving 
the production of consent (Gramsci, 1971; 
Mouffe, 1979). 

Other theoretical developments from within 
the radical approach have included an attempt 
to “derive” the political form of the state from 
the nature of the capitalist relations of produc- 
tion (Holloway & Picciotto, 1978). And a further 
model based on systems theory suggests viewing 
the state in terms of economic and political crisis 
tendencies (Offe, 1984). A crisis prone 
economy is regulated by interventions under- 
taken by the state, economic contradictions ex- 
pressing themselves today as political crises of 
the welfare state and appearing as administrative 
and legitimation “shortfalls”. In this explanation 
the state fails, as it were, to live up to its claims. 

The radical model in its more refined forms 
can be used to analyse the emergence of specific 
accounting concepts. Thus the notion of value 
added and its accompanying rationales can be 
understood (contra the analysis of Burchell et 
al, 1985) as emerging out of the contradictory 
basis of the social democratic state (Lehman & 
Tinker, 1987, p. 512). A “fiscal crisis of the 
state”, with direct implications for accounting, 
can be held to occur when the state is no longer 
able to maintain a viable economic coalition 
(Hall, 1982; Lehman & Tinker, 1987). But de- 
spite these refinements the underlying func- 
tional imagery remains in radical explanations of 
the state. This is so even where it has little more 
than a residual explanatory role, and where the 
linkages between the empirical analyses and the 
general theoretical statements are not strong 
(Aglietta, 1976; Poulantzas, 1976). The au- 
tonomy granted the state remains understood by 
reference to its supposed essential functionality, 
thus providing a means of measuring the degree 
of “autonomy” the state has achieved (Badie & 
Birnbaum, 1983, p. 32). 

It is the argument of this paper that the func- 
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tional model, whether in its “conventional” or 
“radical” version, has certain general limitations. 
The realist terms in which it is cast tends to re- 
duce the state to a unity that is difficult to sub- 
stantiate. It tends also to neglect adéquate con- 
sideration of what the state actually does, and of 
the rationales that articulate its activities (Gor- 
don, 1987; Poggi, 1978). The meaning of the 
functions that the state is held to perform is often 
unclear (Thomas & Meyer, 1984, p. 463). More 
generally, and perhaps most importantly, func- 
tional models tend to presuppose the existence 
of the state, rather than viewing this as precisely 
that which is to be explained (Schumpeter, 
1954; Meyer et al, 1987; Thomas & Meyer, 
1984). For these reasons the analysis below 
avoids both conventional and radical functional 
explanations of the emergence and roles of the 
State. 

External factor explanations of the develop- 
ment of states appeal to different issues and con- 
strue them in different ways to functional expla- 
nations. External factor explanations are wide- 
spread, and appear to offer a framework within 
which accounting change can be linked to 
changes in state structures, albeit over long 
periods and with respect to broad changes. One 
version of such explanations views widespread 
military competition as likely to give rise to 
large-scale strongly organized states (Hintze, 
1975; Skocpol, 1979; Tilly, 1981). The increas- 
ing financial cost of military activity is held to 
contribute to such processes (Bean, 1973). Tax- 
ation structures in particular, and the whole do- 
main of public finance, can be viewed as causally 
related to these external factors. In explanations 
of this type, maintenance of the army becomes 
the chief task of the financial administration of 
the state, leading to an increased tax burden and 
attempts to regulate economic life in order to 
stimulate production (Hintze, 1975, p. 201). 
Through a series of intervening stages, account- 
ing changes that are implicated in developments 
in taxation structures and in attempts to regulate 
industry can thus in principle be linked to 
changes in external factors. Tracing the detail of 
individual changes in practice is likely to be dif- 
ficult, but the model has prima facite viability. 
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To evaluate external factor explanations we 
need to examine the theoretical difficulties such 
models encounter. Whilst such models possess 
an intuitive appeal, it is likely that external fac- 
tors such as military competition at the very 
least require other conditions before they.can 
become operable (Carneiro, 1970; Giddens, 
1985; Law, 1986; Mann, 1986; Parker, 1983; 
Thomas & Meyer, 1984). One important condi- 
tion is some form of integration arising from geo- 
graphy, resource concentration, social settle- 
ment patterns, or cultural unification. This integ- 
ration depends upon the development of par- 
ticular administrative mechanisms, procedures 
for gathering, reporting, compiling and. dis- 
seminating information, and attempts to unify a 
territory through practices such as language or 
law. The military competition that is made possi- 
ble by such integration depends in turn on a 
complex set of procedures such as training and 
disciplining citizens as military actors, creating 
the techniques required for strategy and plan- 
ning, enabling control to be exercised over time 
and over long distances, and inventing and as- 
sembling knowledges and instruments for trans- 
portation and navigation. States are unlikely to 
emerge without such resources and without the 
identities they confer. It is these resources and 
identities that make it possible for one state to 
recognize the existence of another, and to en- 
gage in action with or against it (Thomas & 
Meyer, 1984). There is a fundamentally recip- 
rocal relationship between these practices and 
rationales that make internal government possi- 
ble, and the external relations a society has with 
other societies. 

External factor explanations thus run into dif- 
ficulties in so far as the integration of a territory 
into a state is one of the conditions of military 
competition that itself needs explaining. The in- 
creased authority of the state, its ability to act as 
a state, indeed the whole set of processes by 
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which the state is constructed as a project for in- 
tervening in the economy and society in various 
ways needs to be explained first. States may well 
be conditioned in their tempo. and point of 
emergence by the emergence of other state pro- 
jects. However, presupposing the existence of 
the state, rather than viewing this as something 
to be explained, does not help develop an under- 
standing of those practices of government that 
make “the state” possible. It is as a key factor in 
these practices that the calculative technologies 
and rationales of accounting, along with other 
modes of internal government, are examined in 
this paper. It is to these practices of government 
that we now turn. 


INNOVATIONS IN ACCOUNTING AND THE 
STATE: THE COLBERT CASE 


During the first two decades of the personal 
reign of Louis XIV, and closely associated with 
one of his most influential ministers Colbert, 
Significant innovations in both accounting and 
practices of government occurred in France. 
The accounting innovations involve a number of 
distinct elements: the legal regulation of private 
enterprise accounting through the Ordinance of 
1673; the publication alongside the Ordinance 
of textbooks explaining and commenting on it, 
and providing more general advice and instruc- 
tions- to merchants; and the elaboration of 
specific rationales according to which these dis- 
tinct innovations were articulated and rep- 
resented. Individually, certain of these innova- 
tions drew upon existing practices. The novelty 
of the Colbert period lay principally in a consid- 
erable systematization and extension of certain 
practices.’ However, viewed as a complex net- 
work of practices, and one that was linked to 
other changes in practices of government, these 
innovations had a larger significance. This de- 
rived from the linkages and relays established 


ê A useful discussion of Colbert’s personal background, and of the role of the financiers more generally in French Society is 


provided by Dessert (1984). 


7 I am indebted to Mark Greengrass for his comments on the material addressed in this section. Any remaining errors or 
oversights are of course my responsibility. Iam also particularly grateful for the comments of one of the anonymous reviewers 


on this section of this paper. 
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between the formal requirements to keep books 
of accounts in certain specified ways, the 
emergence of pedagogic mechanisms for in- 


structing merchants in the mechanics of ac- 


counting, and ways of representing the impor- 
tance and roles of accounting in terms of a dis- 
course of “order”. The translatability that was es- 
tablished between these distinct aspects of ac- 
counting allows us to talk of a complex network 
of interdependent innovations: rather than a 
number of disparate events. Within this network 
‘certain key actors such as Jacques Savary? appear 
more than once in different guises and in diffe- 
rent roles. 

The innovations in practices of government 
were essentially twofold, and similarly inter- 
related: a significant strengthening and elabora- 
tion of the role of the intendants as all-purpose 
local administrators; and the installation of more 
systematic and detailed information flows from 
the provinces to the centre, often through large- 
scale enquiries and with the intendants as active 
contributors. This dual extension of existing ad- 
ministrative processes increased the amount, 
quality, detail and frequency of knowledge flows 
within the kingdom. One important effect of this 
was the strengthening of the centre to which this 
information flowed, a reinforcement ofits role as 
a centre, and the provision ofa firm basis for ren- 
dering the kingdom governable according to ra- 
tional calculable principles. As with the account- 
ing innovations, the novelty of these. develop- 
ments in practices of government during the 
Colbert period resided in their articulation and 
representation within a particular programme of 
government, rather than in the absolute novelty 
of their component parts. On their own, de- 


velopments such as the increasing systematiza- 


tion of the role of the intendants, or the 
heightened preoccupation with the detail and 
frequency of information flows could be re- 
garded as little more than a consolidation and 
extension of existing practices. But within a pro- 
gramme of government that elevates a desire to 
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fee 


know the nation and its subjects in fine-detail - +., 
into an essential resource of political rule ae ae 


is more at stake. 


The Colbert period exhibits an early attempt : é oe 


to govern a nation by exerting a kind of intellec- -` 


tual mastery over it (Rose, 1989b). The.exten- `. | 


sions to the reporting systems of the realm under 


Colbert took place within a programme of © 


government that sought to identify the charac- 
teristics, processes and regularities of key as- 


pects of economic and social life. These were to - 


be transformed into writing, given -stability and 


mobility and relayed back to a centre (Latour, 
1987). An accumulation of inscriptions was en-. 


rolled’ in attempts to administer the nation in a 
mannet and to a degree that was undoubtedly at 
odds with the tools available at the time. Dis- 
tance, delays brought about through lengthy 
travel and other factors such as difficulties in 


gaining local cooperation disrupted this ideal 


machinery of “government through inquiry”. 
But as has been argued above, it is in the nature 
of programmes of government to operate at the 
level of ideal aspirations, and for there to exist a 
considerable gap between these aspirations and 
their actual functioning. Nonetheless, it is the ar- 
ticulation of these distinct mechanisms of politi- 
cal rule into.a particular programme that allows 
us to talk of the Colbert period as one during 
which there occurred significant innovations in 
modes of government. It is the linkages and re- 
lays between these developments and the ac- 
counting innovations of the period that illustrate 
the arguments advanced above concerning the 
interrelations of accounting and the state. 

The term “Colbert Case” is used to designate 
the linkages between these often disparate 
events, processes and figures, and to highlight 
the ways in which they intersected around, 
rather than originated from the personnage of 
Colbert. Within many. of the developments of 
this period Colbert was a central figure. Superin- 
tendant of Commerce and Controller of Fi- 
nances as well as Superintendant of Buildings 


8 Savary’s book Le Parfait Négociant (1676), was one of the most widely read and translated books of advice to merchants 
on accounting, and indeed on all aspects of commercial activity of the period. It was translated into English, Italian, Dutch 
and German. The seventh edition appeared in 1713. cee Ni aaa al aaa ac 
with a parallel German translation appearing on the page facing the French text. 
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, and Secretary of State for Marine, Colbert was 


_ - highly influential in giving voice to and deploy- 


‘ing a complex of calculative and administrative 


E : -practices in France between 1661 and 1683. It is 


-` by reference to the figure of Colbert that one can 
' trace some of the contours of the distinctive and 
. novel programme of government that emerged 
' at this time. The setting out of general principles 
and detailed requirements for recording and au- 
thenticating the financial activities of private en- 
terprises, reforming state finances, and signific- 
antly expanding the role of statistics in the 
government of the realm were the central fea- 
tures of this programme of government. These 
related practices of government helped to pro- 
vide means for thinking about, calculating and 
acting upon the resources of the nation. Whilst 
the events that prompted these varied innova- 
tions may have been disparate, and whilst indi- 
vidually they doubtless served quite varied pur- 
poses, the key moment is that at which they are 
drawn together and deployed in the name of 
“the state”. According a visibility to the minutae 
of the activities of the nation, devising the cal- 
culative techniques through which this visibility 
might be made operable, and representing the 
nation by means of a variety of knowledges, is 
argued to be a crucial step in the very construc- 
tion of “the state” viewed as a complex of prac- 
tices of government. These innovations in prac- 
tices of government as they occurred during the 
period addressed here are divided into two for 
the purposes of exposition: those pertaining to 
private enterprise accounting; and those con- 
cerned with broader practices of government. 


The order of accounting and commerce 

The rationales that articulate roles for ac- 
counting are typically not found in the calcula- 
tive routines themselves (Burchell ef al, 1985). 
One can look in vain in an attempt to find the 
rationale of decision-making inscribed in the cal- 
culus of return on investment or in that of dis- 
counted cash flow (Miller, 1989). Rationales for 
accounting instead sit alongside calculative 
routines, linked to them through the meaning 
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and significance they accord calculations, and 
the general indications they give as to the situa- 
tions and conditions in which they should be de- 
ployed. The rationales of accounting thus 
mediate or translate between concrete situa- 
tions amenable to certain types of intervention, 
and forms of calculation available for applying to 
them. In this respect the nature of the linkages 
and relays between the calculative technologies 
of accounting and their rationales have changed 
little since the time of Colbert. However, the 
content of these rationales has changed. 

It was within a rationale of “order” that the 
calculative routines of accounting in late seven- 
teenth century France were urged upon mer- 
chants of varying stature.’ As Jacques Savary, one 
of the most influential proponents of accounting 
and other forms of advice to tradesmen of the 
time remarked, “order is the soul of commerce” 
(Savary, 1676, p. 468). Through order in all mat- 
ters was to be discovered “the happiness of com- 
merce” (Savary, 1676, p. 502). Whether it was a 
matter of insisting on the importance of cup- 
boards for storing merchandise in an orderly 
fashion, or recommending order as a way of 
avoiding theft by one’s employees, a discourse of 
order endowed the activities of tradesmen with 
a wider significance than could be extracted 
from the activities themselves. 

But if order was an end to be sought in all 
spheres of commerce, it was in accounting that it 
was held to reside essentially. Order consisted 
first and foremost in keeping exact books of ac- 
count (Savary, 1676, p. 46). The order that ac- 
counting would install had a pragmatic function. 
According to Savary it would increase the re- 
turns to one’s business, help prevent theft and 
provide assistance in cases of business failure 
(Savary, 1676, pp. 502, 552). But these pragma- 
tic aspects of order were secondary to a more es- 
sential valorization of order. The pursuit of order 
was a virtue to be striven for independently of 
and without reference to financial benefits. In- 
deed Savary remarked that if order is the soul of 
commerce, it is preferable to have a lower level 
of business activity, but one that is well-ordered, 


For a related discussion of earlier rhetorical and aesthetic conceptions of accounting cf. Thompson (1988). 
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than a higher level of activity less well ordered 
(Savary, 1676, p. 502). 

A discourse of order sought to enroll account- 
ing in the pursuit of its own ends. A discourse of 
order helped to articulate a legitimate and essen- 
tial interest said to inhere in commerce 
(Hirschman, 1977), and called upon the calcula- 
tive routines of accounting to translate this in- 
terest into the practical activities entailed in car- 
rying out trade. This programmatic concern 
with.order in commerce sought to place trade 
on an equivalent footing to the wise administra- 
tion of a household and the maintenance of the 
objects of administration in their rightful place 
(Tribe, 1978, p. 82). The order to be achieved in 
commerce was viewed as equivalent to and an 
aspect of the order to be sought in the polity. 
Commerce could be valued for the order to be 
found within it (Vlaemminck, 1979), whilst the 
role of accounting became that of rendering 
such order visible for all to see. A way of repre- 
senting commerce, and within it accounting, 
was thus elaborated that was not subordinate to 
an incessant quest for gain or to objectives famil- 
jar today such as rational decision-making or 
economic growth. Instead, it was argued, bene- 
fits. would accrue naturally to those who sought 
order for its own sake, and who carried the pur- 
suit of order through into all the detailed prac- 
tices entailed in carrying on trade. 

The order that accounting was called upon to 
materialize and visualize was specified in law in 
considerable detail and elaborated upon in a 


flurry of text-book writing in late seventeenth - 


century France. This was the beginning of ac- 
counting’s “golden age” in France (Degos, 1986, 
p. 5; Viaemminck, 1979, pp. 120ff).. The Ordi- 
nance “Pour le Commerce” promulgated in 
1673 by Louis XIV and largely drawn up by Jac- 
ques Savary, provided a framework for the regu- 
lation of private enterprise accounting that was 
extended and completed in Napoleon’s Code de 
Commerce of 1807. The Ordinance of. 1673 re- 
quired specified categories of merchants to 


“keep books”. It stipulated the types of books to 
be kept, procedures to be observed in making 


‘Ror a full translation of the text cf. Howard (1965). 
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entries, authentification by a public official, the 
making of periodic inventories, and the preser- 
vation of correspondence. Order was to be in- 
scribed and stabilized in a carefully differen- 
tiated set of records and forms of writing. 

The requirements of the Ordinance of 1673 
that set out the ways in which order was to be 
materialized were detailed and specific.’ 
Tradesmen, merchants, exchange dealers and 
bankers were required to keep a journal in the 
modern sense, a livre journal or book of original 


entry. These books were to be signed on the first 


and last page by a consul, mayor or alderman, 
and the pages initialled by his representative 


(Savary, 1676, p. 478). Journals were to be writ- 


ten up consecutively in date order without blank 
spaces and with nothing written in the margin. 
New journals were to be opened every six 
months, at the same time making an inventory of 
all their effects, and of their accounts receivable 
and payable: All correspondence was to be kept 
and filed. Journals, registers and inventories kept 
in this manner were to be the private property of 


- the merchant in question, and could only be or- 


dered in a court of justice in cases involving suc- 
cession, communauté (property held in com- 
mon by parties to the marriage contract), dissol- 
ution of a partnership or other business com- 


_ pany, and business failure (Savary, 1676, p. 482). 


These were all exceptional cases. The require- 
ment to produce books of account in such in- 
stances did not broach the principle of privacy 
and the practical danger that private records 
produced in court might be used for purposes 
unrelated to the point immediately at issue 
(Howard, 1965, p. 26). In these different ways 
the legal machinery sought to impose order on 
commerce, and to provide ways of verifying its 
existence. 

The order to be installed in the world of com- 
merce by accounting was not only articulated 
within law. It had a didactic and pedagogic rep- 
resentation too. The second half of the seven- 
teenth century was marked by the appearance of 
a number of highly influential treatises on ac- 
counting recommending “good practice” and 
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often going beyond the legal requirements. Ad- 
vice on how to bring about order in one’s com- 
mercial activities thus did not only emanate 
from “the State”. It came from other quarters, 
and through key actors was enrolled initiatives 
emanating from the state (cf. Irson, 1678, pre- 
face). 

The best known of these treatises on account- 
ing and business practice is Savary’s Le Parfait 
Négociant (1676), already referred to above. 
But Le Parfait Négociant was not just a textbook 
on accounting. It included advice concerning 
different weight measures in different areas of 
France and abroad, the importance of colour in 
cloths, and a correct.and orderly storage of 
goods. Le Parfait Négociant sought to instruct 
young persons entering business and to appraise 
them of the qualities required to produce the 
“complete tradesman”. These included training, 
knowledge, experience, spirit, temperament, 
love of God, honesty and blind obedience to- 
wards one’s master (Savary, 1676, p. 104). How- 
ever, it is the accounting recommendations con- 
tained in Le Parfait Négociant that are perhaps 
best known."’ These recommendations set out 
different levels of sophistication and detail in the 
order to be materialized through the keeping of 
books. This detail varied according to whether 
one was a merchant of substance or engaged in 
commerce médiocre. A merchant of substance 
was advised to keep nine books as follows: a 
purchases book (/ivre d'achat); an accounts pay- 
able subsidiary ledger (livre extrait du livre 
d'achat) a sales journal (livre journal) in which 
one should enter everything sold on credit; a 
subsidiary accounts receivable ledger (libre ex- 
trait du journal), a journal (livre de vente) in 
which to enter cash sales; a journal (livre d'ar- 
gent payé) in which to enter cash payments; a 
cash book (ivre de caisse), a running inventory 
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of merchandise (livre de numéro ); and a book of 
dyeing (livre de teinture)'* In addition, a carnet 
or notebook was separately recommended for 
detailed informal memoranda (Savary, 1676, pp. 
484—6 ). 

The array of books recommended by Savary 
exceeded those stipulated in the Ordinance (the 
keeping of a simple livre journal), although Sav- 
ary recommended the authentification of only 
the books of primary entry, namely the Hvre 
d'achat and the livre journal (Savary, 1676, pp. 
484—6). For merchants of lesser substance such 
extensive bookkeeping was considered un- 
necessary by Savary. For such commerce three 
books were considered sufficient: a /ivre 
d'achat, a livre journal de vente a crédit; anda 
livre de caisse (Savary, 1676, p. 546). In the case 
of petty trade even this detail was considered un- 
necessary, and here Savary recommended that 
only one book be kept (Savary, 1676, p. 546). 
However, in effect this combined the Hvre 
d'achat and the livre journal de vente a crédit 
(Howard, 1965, pp. 13-19). 

Other notable and influential texts elaborated 
themes similar to those of Savary, and in certain 
cases had similar international influence. These 
included Claude Irson’s Méthode pour Bien 
Dresser Toutes Sortes de Comptes a Parties Dou- 
bles (1678) commissioned by Colbert, Matthieu 
de la Porte’s Guide des Négoctants et Teneurs de 
Livres (1685) and Bertrand-Francois Bar- 
réme’s Livre des Comptes Faits (1680). To- 
gether these books indicate the proliferation of 
practical advice on the keeping of books at the 
time (Degos, 1986; Stevelinck, 1977; Vlaem- 
minck, 1979). 

Instructions on the correct ways in which to 
produce order within one’s accounts were not 
only conveyed in writing. There were associated 


pedagogic mechanisms also. Thus whilst Bar- 


H To indicate the breadth of the concern of the book, it is worth noting that it is only after 467 pages that Savary arrives at 


the question of accounting. 


'2 ‘The illustration much of Savary’s discussion is based on is that of a dyeing enterprise. This “accounting” advice indicates 
that Savary’s conception of the boundaries of accounting included production operations, an intriguingly “modern” 


approach. 


3 This text by Matthieu de la Porte went through numerous editions and was translated into many different languages 


(Vlaemminck, 1979, p. 131). 
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réme’s book Livre des Comptes Faits published 
in 1680 was so influential that the expression 
“hand me the Barrême” developed, it was not 
until 1721 that he published his major work 
Traité des Parties Doubles (Degos, 1986). This 
apparently paradoxical delay has been attri- 
buted to Barréme’s concern not to harm the luc- 
rative income he enjoyed from his teaching. 
Rather than risk affecting this adversely by pub- 
lishing a book too early, those wishing to be in- 
structed in the techniques of accounting were 
obliged to attend his school (Stevelinck, 1977). 
However, whether one accepts such an explana- 
tion or not is less relevant than the existence iit 
indicates of a number of sites other than “the 
State” for the specification and promotion of a 
systematic knowledge of accounting practices. 

There were disparities between these pro- 
grammes for the keeping of books, and the actual 
practices of merchants. Enforcement of the legal 
requirements was a particular problem. The Or- 
dinance of 1673, and even the Code de Com- 
merce of 1807 provided no administrative 
machinery for the enforcement of the account- 
ing rules it prescribed. Effective contro! could 
only be exercised ex post rather than in a pre- 
ventative manner (Savary, 1676, pp. 475-6). 
Not surprisingly, certain of the requirements of 
the Ordinance such as the formalities of authen- 
tification were little observed in practice, and 
with official toleration (Howard, 1965, p. 25). 
Unauthenticated books in good order were ad- 
mitted'as evidence in court by parties of good 
personal and business reputation (Bédarride, 
1879, cited in Howard, 1965). 

Meanwhile other pressures worked in the op- 
posite direction.. Thus litigation provided an in- 
direct means of enforcement of the law (How- 
ard, 1965; Savary, 1676). The interests of the 
parties involved in litigation could be affected by 
the right to require an opponent to present their 
books of account in evidence, by the presenta- 
tion of one’s own books, or by the right of the 
court to insist on the production of books by 
either or both party. It is not possible to say 
whether the two articles of the 1673 Ordinance 
that established this right were based on an in- 
tent to ensure enforcement. But in the absence 
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ofa machinery designed specifically for this pur- 
pose, such issues would inevitably arise and pro- 
duce a version of indirect enforcement (How- 
ard, 1965, p. 26). In certain cases litigation could 
only be resolved satisfactorily by recourse to the 
evidence that accounting alone could provide 
(Savary, 1676, p. 566). 

The discourse of order provided a way of giv- 
ing significance and meaning to their recom- 
mendations for varying degrees of sophistication 
in bookkeeping. “Order” was both a pragmatic 
concern and an end to be sought for its intrinsic 
merits. At the pragmatic level, order avoided 


confusion and helped prevent theft by the agents 


and servants of the merchant (Savary, 1676, p. 
494). The order provided by the keeping of 
books was also of considerable help at times of 
business failure. One can do little more than 
speculate on the role played by bankruptcies in 
promoting the Ordinance of 1673 and the prolif- 
eration of advice that followed it. However, the 
frequent references to the question of fraudu- 
lent bankruptcies in Savary’s work, coupled with 
the important role this issue played in the 1673 
Ordinance, suggests that it was regarded as an 
important issue at the time. But whatever gave 
rise to the concern with business failures, they 
featured prominently in the legislation and the 
accounting treatises of the time. Prior to the Or- 
dinance, merchants whose business failed could 
claim to have no records by which the conduct 
of their business could be ascertained (Savary, 
1676, p. 474). The Ordinance of 1673 remedied 
this abuse through the obligation to produce 
books of account at times of business failure. Ac- 
counting thereby served the public interest 
(Savary, 1676). This was achieved by the follow- 
ing stipulation. If a merchant became bankrupt, 
and if it could be demonstrated that he had failed 
to keep authenticated books as required by the 
Ordinance, he could be declared not just a ban- 
krupt but a fraudulent bankrupt, an offence 
which carried the death penalty (Article 11, 
Title, 11, cited in Savary, 1676, p. 478; cf. Savary, 
1676, pp. 552—4 for a graphic account of how 
such a penalty was administered ). Simply keep- 
ing books was not adequate, they had to be au- 
thenticated as noted above. As Savary remarked, 
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why risk one’s honour, welfare and life when the 


keeping of authenticated books could enable a _ 


distinction to be drawn between innocent busi- 
ness failure and fraudulent bankruptcy (Savary, 
1676, p. 478)? The latter was more heinous and 
more dangerous to the state than a highway rob- 
ber (Savary, 1676, p. 548). 

These different aspects of the accounting in- 
novations during the “Colbert period” indicate 
the multiple conditions within which account- 
ing change was implicated. The disjunctions be- 
tween the aspirations to a well ordered system of 
accounts and the reality of daily practice high- 
light the programmatic nature of such practices 
of government. But it is the possibility of ar- 
ticulating such practices into a loosely assem- 
bled complex, and doing so in the name of a 
more or less consistent rationale, that enables 
linkages and relays to be established between ac- 
counting and other practices of government. 
The articulation ofa rationale of “order”, and the 
notion that accounting represented and made 
possible the enactment of such an order, was 
central to the enrolment of accounting within a 
complex network of practices of government 
during the Colbert period. It is to these other 
practices of government that we now turn. 


Government by inquiry 

A rationale of order and its materialization ina 
variety of mechanisms also characterized the in- 
novations in administrative practices during the 
Colbert period. -These innovations can be 
termed “government by . inquiry”. The 
strengthening and elaboration of the role of the 
intendants, and the installation of more systema- 
tic, frequent and detailed information flows from 
the provinces to the centre were the two princi- 
pal elements of this distinctive programme of 
government. Together these demonstrate a key 
feature of the modern form of government that 
was beginning to take shape at this time. This in- 
volved the creation of “centres of calculation” 
(Latour, 1987), the ability for a centre to act as a 
centre and to be familiar with and calculate 
things, people, events and processes that were 
distant. The setting up of simple procedures and 
routines for the production and transfer of infor- 
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mation were key aspects of the attempts to make 
the nation an administrable entity under Col- 
bert. To the extent that these projects were suc- 
cessful, their success lay in maintaining other 
local systems of control — seigneurial, munici- 
pal, ecclesiastical and provincial — in parallel 
with yet under the tutelage of royal control 
(Mettam, 1988, p. 16). 

“Government by inquiry” expressed a desire 
to obtain a detailed knowledge of the condition, 
resources and productive capacity of the popu- 
lation (Faure, 1970), whilst allowing matters of 
routine administration and the everyday econ- 
omic life of the provinces to remain only loosely 
coupled to royal control (Mettam, 1988, p. 15). 
“Government by inquiry” under Colbert was an 
ideal programme of administration founded ona 
desire to exert intellectual mastery over the 
minutiae of daily life in the provinces. The inten- 
dants in their role of observers, particularly as 
this role developed after 1661, occupied a cen- 
tral place im such a system (King, 1972; Mettam, 
1988; Parker, 1983; Wuthnow, 1989). Large- 
scale systematic inquiries such as the one in- 
itiated by a circular letter to all intendants in 
1663 were also integral to this programme of 
government (King, 1972, p. 130). Although un- 
completed during Colbert’s lifetime, this inquiry 
affirmed the ideal image of a vast accumulation 
of political and social statistics as the key to the 
administration of the kingdom. 

The intendants were an integral feature of the 
attempts to create centres of calculation during 
this period. Their official title, Intendants de Jus- 
tice, Police et Finances, gives some indication of 
the breadth of their duties. Whilst the idea of 
having direct agents of the crown with com- 
prehensive powers of police, justice and finance 
in the provinces was not new, what was new was 
that after 1661 the intendants resided longer, 
did more and generated more information than 
previously (Beik, 1985, p. 116; Bonney, 1978, p. 
427; Parker, 1983, p. 125; Tilly, 1981, p. 122). 
Equally importantly, this quantitative develop- 
ment in the various procedures for inscribing 
and relaying information was articulated within 
a novel programme of government whose prin- 
cipal rationale was that of order and the desire to 
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know. Developments and extensions to the role 
of the intendants were given meaning and sig- 
nificance within this surprisingly modern con- 
cern with a quantifiable knowledge of the na- 
tion. 

Intendants were all-purpose administrators 
who operated as general agents of the Parisian 
government. The post of Intendant was held by 
virtue of a royal commission and not through 
purchase (Parker, 1983, p. 81). Their commis- 
sions granted wide powers of investigation, but 
were held to a very specific reporting of indi- 
vidual activities. Assignments arrived in a simi- 
larly specific manner, instructing a particular 
problem to be investigated. The significant ex- 
tension of their already comprehensive respon- 
sibilities under Colbert led to their remit em- 
bracing a vast array of duties including the sur- 
veillance of the Huguenots, the provision of 
army supplies, the allocation and collection ofall 
taxes, the distribution of wealth among the 
population, the condition of roads, rivers and 
bridges, the levying of local tolls and duties, the 
integrity and behaviour of local officials,-and a 
variety of local traditions which the government 
hoped to rationalize (Mettam, 1988, p. 213; 
Parker, 1983, p. 81). Under Colbert massive 
questionnaires and streams of specific queries 
generated unprecedented quantities of detailed 
information (Beik, 1985, p. 116). Colbert suc- 
ceeded in extracting from the intendants a con- 
stant stream of information about all aspects of 
their wide-ranging activities (Parker, 1983, p. 
125). 

Detailed knowledge was sought across the en- 
tire realm. The first function of the King’s minis- 
ters was to keep him well informed, a reporting 
function reiterated continuously in the official 
correspondence of Colbert (King, 1972, p. 88; 
Mettam, 1988, p. 214). Whether the subject was 
the science of fortification, details of military tac- 
tics, the building of Versailles, or Colbert’s pro- 
gramme for industry, Louis XIV insisted on a 
meticulous and detailed reporting of the facts. 
Louis XIV saw himself as 


informed of everything; listening to my least subjects; al- 
ways cognizant of the number and quality of my troops, 
and the state of my places; incessantly giving my orders 
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towards ali their necessaries; treating immediately with 
the foreign ministers; receiving and reading dispatches; 
giving myscif a portion of the replies, and giving to my 
secretaries the substance of others; regulating the re- 
ceipts and expenditures of my state; having directly sub- 
mitted to me an account by those whom I place in im- 
portant positions (cited in King, 1972, p. 96). 


This aspiration to know and to master the pro- 


- cesses, activities and individuals that made up 


the kingdom was of course an ideal. But as an 
ideal programme it accorded significances and 
roles to a wide range of techniques of inscrip- 
tion, recording and calculation. Orderly and 
standardized tables, memoirs, registers and 
periodic accountans were the means by which 
this programme was to be enacted. “Exactitude” 
was the descriptive imperative which typified 
this regime of information, and which appeared 
more frequently than any other in the corres- 
pondence of Colbert. Judgments as to the preva- 
lence of misery in a particular region should 
henceforth be based not on subjective and gen- 
eral assertions, but on detailed reporting of the 
facts 


if you wish individually to judge well and reasonably if 
there is misery in the province, consider whether the 
cities depopulate, if commerce, if marriages diminish, if 
offices, lands and houses decrease in price or not. These 
are the sure means of judging the state of the province: 
(Colbet, 1680, cited in King, 1972, p. 110). 


The system of inquiries and the office of the in- 
tendancy made possible the operationalization 
of these ideal aspirations to know the workings 
of the kingdom in detail. The solidification of the 
intendancy and the closer relationship created 
between it and the contréleur général under 
Colbert established an infrastructure of prac- 
tices of government that lasted for nearly a 
hundred and fifty years (Boissonade, cited in 
King, 1972, p. 127). The desire of the king to 
know “perfectly all abuses” was to be achieved 
through increasingly detailed and frequent re- 
ports, surveys and memoirs from the intendants 
who were to act as the legal and financial eyes of 
the monarchy. “Government by inquiry” as rep- 
resented by the initiative of 1663 provided a last- 
ing framework for the administration of a 


. national territory (King, 1972, pp. 130ff). This 
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vast project included cartography, ecclesiastical 
matters, military government, the family al- 
liances of the nobility, the administration of jus- 
tice, finances and taxation, changes in the level 
of commerce, business and manufactures, the 
humour and temper of the people, the condition 
of the land and whether it was managed well, 
transportation, the industry of horsebreeding, 
and the issuance of debased money. These were 
intended to provide simply a starting point, to 
which the prudence of the intendants would 
produce “an infinity of things to add” (King, 
1972, p. 134). Not surprisingly, the ambitions of 
this inquiry were to be unrealized (King, 1972, 
p. 130; Mettam, 1988, p. 216). Yet one of the ef- 
fects of this administrative enterprise was to 
make the constant process of collecting econ- 
omic and social statistics a permanent element 
in practices of government (Alonso & Starr, 
1987). 

All these developments justify the term 
“government by inquiry” to refer to the first two 
decades of Louis XIV’s reign: This programme of 
government was founded on an imperative to 
know ali that happened within the realm, and a 
set of practices for making this operable. Dif 
ficulties in communication and an often unpleas- 
ant and isolated position meant that the actual 
role of the intendants often differed from that in- 
tended (Beik,- 1985, p. 99; Mettam, 1988, p. 
215). But the general injunction to know and the 
repeated demands for specific items of informa- 
tion, coupled with the permanent installation of 
the intendants in the provinces as a mechanism 
for attaining such an end, became firmly embed- 
ded within the practice of government during 
this period. The state should assiduously 
shepherd the resources of the nation, in particu- 
lar that of the population and its productive 
capacity. To achieve this it needed to know, and 
in considerable depth. Whether or not this pro- 
gramme of “government by inquiry” marks a 
clean break with previous practices of govern- 
ment, and whether or not one can trace a direct 
line of descent from it to the present, it nonethe- 

tess embodies a distinctively and surprisingly 
“modern” approach in its desire to make govern- 
ment rational and calculable. 
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UNDERSTANDING INNOVATIONS IN 
ACCOUNTING AND THE STATE 


The dual innovations in accounting and prac- 
tices of government charted above did not arise 
from a single point: “the state”. They emerged 
rather from a number of different sites, and 
achieved a degree of coherence within a particu- 


_lar rationale and programme of government. For 


the purposes of this paper, what is of interest is 
that moment when a number of disparate prac- 
tices are brought together into a loosely assem- 
bled complex and accorded significances and 
meanings within a particular vocabulary and 
rationale. It has been argued above that “func- 
tional” and “external factor” explanations are li- 
mited. The approach of this paper is to argue in- 
stead for the identification of ad boc and histori- 
cally specific factors that condition the point of 
emergence of innovations in government. The 
attempt here to understand accounting innova- 
tion follows such a course, and adopts a particu- 
lar conception of historical causality. It seeks to 
“lighten the weight of causality” (Foucault, 
1981b) without disposing of it, to provide expla- 
nations in terms of conditions of possibility 
rather than underlying causal or determining in- 
fluences, and to accord considerable influence 
to the role of rationales and programmes in ar- 
ticulating and giving significances to accounting 
and other practices of government. Herein re- 
sides much of the importance of the linkages and 
relays between accounting and other practices 
of government. It is the reciprocity between the 
practices of accounting and the abstract 
rationales that seek to endow them with signifi- 
cance that explains much of the utility of ac- 
counting within programmes of government. It 
is through the mediating role of rationales that 
practices as diverse as accounting and the re- 
porting activities of the intendants can be linked. 
Along with other techniques of. inscription, 
materialization and visualization, the calculable 
practices of accounting hold out the promise so 
central to programmes of government: that the 
desire to administer effectively can be achieved 
in practice by simply following certain technical 
routines. 
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There are a number of factors that one can 
look to as having had a possible conditioning in- 
fluence on the innovations in accounting and 
practices of government addressed here. 
Financial crises and revolts in the provinces 
quite possibly prompted attempts to reform the 
tax structure, and could offer the basis for 
further exploration of their effects (Rothkrug, 
1965, p. 160). But the influences work in both 
directions. Thus the state directed inquiries of 
Colbert’s era appear to have given rise them- 
selves to proposals for fiscal reform based on 
precise statistical information (Rothkrug, 1965). 
Moreover, it is just as likely that it was the rela- 
tive peace of the early decades of Louis XIV's 
reign, in comparison to the turmoil of the 
Frondes,'* that made possible the legislative and 
administrative developments charted above 
(Coveney, 1977, p. 37). 

So just as accounting and the state do not 
stand in a relation of exteriority to each other, 
the various uprisings and crises of French soci- 
ety are equally difficult to separate from the 
mechanisms and practices that made them possi- 
ble. Likewise with explanations based on- the 
role of the mid-seventeenth century economic 
contraction. or recession. Although France ex- 
perienced general economic difficulties across 
the period addressed here, it is not possible to 
demonstrate a direct causal relationship be- 
tween economic recession and changes in the 
state (Coveney, 1977, p. 31). Indeed taxation 
changes quite often helped to generate the dis- 
turbances themselves. The revolts in Boulonnais 
‘in 1662, in Gascony in 1664, in northern Lan- 
guedoc in 1670,.and in Bordeaux and Brittany in 
1675 can all be viewed as “tax revolts” (Bernard, 
1975; Tilly, 1981 ). The latter, referred to as the 
Révolte du Papier Timbré (‘Stamped-Paper Re- 
volt) marked the high point ofa series of popular 
disturbances (cf. Bernard, 1975 for a detailed de- 
scription ). To extract from events such as these 
a direct line of causal effects leading from war- 
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from there to trade is an overly simplified view 
of historical causation. It leaves out the political, 
cultural and technical conditions that make such 
operations possible (Thomas & Meyer, 1984; 
Wuthnow, 1989). The close historical connec- 
tions between the increase in “stateness”, the 
expansion of armed forces, rises in taxation and 
popular rebellion cannot be explained by. re- 
course to a linear causal model (Dyson, 1980), 
but need to be looked at as a matter of the recip- 
rocal relationships between these’. various 
forces. 

In addition to a concern with the multiple 
sites out of which new practices of government 
emerge, one has to be careful also to distinguish 
between the programmatic aspects of govern- 
ment and its actual functioning. This is not a mat- 
ter of contrasting the ephemeral realm of “ideas” 
with the concreteness of the “real” (Meyer, ` 
1986). Nor is it a question of endowing a factor 
such as war with a unidirectional series of “real” 
effects. Rather, the concern is to understand 
warfare and the practices and problems it brings 
to the fore as one of the “surfaces of emergence” 
(Foucault, 1972, p. 41) of government. It is the 
ways in which these practices and problems, 
such as those between war-making and trade, 
come to be associated in theoretical and prog- 
rammatic writings such as Montchretien’s Traité 
de l'Économie Politique that endows them with 
significances and meanings. So although it is-pos- 
sible to chart the acceleration in total taxation 
after the beginning of Louis XIV’s personal rule 
in 1661," to attribute this to the rising cost of 
war without adequate consideration of the re- 
flections and rationales, that produced a theory 
of the relations between. different national re- 
sources would be overhasty (Thomas & Meyer, 
1984). Attempts to increase revenues through 
taxation for the purposes of warfare may well 
have acted as catalyst for change. But it is only 
within a framework of the state viewed as a pro- 

Ject that the linkages between taxation, possible 
taxable activities, and the ends to which such re- 


‘for a graphical representation of France’s-gross tax revenues over the period 1597-1699, cf. Tilly (1981, p. 120, 1986, p. 
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venues are to be put that such objectives can be 
understood, and mechanisms for attaining them 
be enrolled to such ends (Ardant, 1971, 1975). 
Distinct programmes of government and the di- 
verse resources on which they draw have recip- 
rocal effects on the elaboration and form of state 
expansion (Dyson, 1980; Hirschman, 1977; 
Meyer et al., 1987; Thomas & Meyer, 1984). 

Likewise with the accounting innovations. 
One can in fact identify a perceived problem of 
business failures and a concern to control these 
indirectly through legislation (Savary, 1676, pp. 
64, 552); and the penalties imposed on “fraudu- 
lent bankrupts” were indeed harsh. But it is dif- 
ficult to extend this to a fully fledged “bank- 
ruptcy” explanation of accounting innovation 
under Louis XIV and Colbert. It seems more 
likely that desires to regulate private enterprise 
accounting assumed this indirect form because 
of the absence of both a profession and of 
mechanisms through which direct conmo: could 
be exercised. 

A separate and significant influence on the ac- 
counting innovations of the period, one which 
emphasizes the rtance of the rationales and 
significances accorded to accounting, appears to 
have arisen from attempts to improve the legiti- 
macy and status of business activity (Grassby, 
1975, p. 203). An emerging view of the indis- 
pensable role that commerce played in national 
life suggested that it could not be ignored, and it 
could not be scorned because it included the ob- 
jectives and qualities of the noblesse (Grassby, 
1975), p. 203). Productive activity and social 
status were not necessary antithetical in this 
view. | 

A new turn in the theory of government and 
an attempt to improve statecraft within the 
existing order provides a way of understanding 
these changes (Hirschman, 1977, p. 12). The no- 
tion that money-making and commerce were 
“innocent” activities articulated a new role for 
business activity (Hirschman, 1977, p. 12). The 
preamble to the 1669 edict declaring seaborne 
commerce to be compatible with nobility 
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affirmed this view of money getting as innocu- 
ous 


Whereas Commerce is the fertile source which brings 
abundance to the states and spreads it among its subjects 
.. , and whereas no way of acquiring wealth is more inno- 
cent and more legitimate (Hirschman, 1977, p. 59). 


An inflection to this idea of the innocence of 
commerce is found in Savary’s Le Parfait 
Négociant in the notion of the douceur’® of com- 
merce | | 


[Divine Providence] has not willed for everything that is 
needed for life to be found in the same spot. It has dis- 
persed its gifts so that men would trade together and so 
that the mutual need which they have to help one 
another would establish ties of friendship among them. 
This continuous exchange of all the comforts of life 
constitutes commerce and this commerce makes for ali 


the gentleness (douceur) of life (cited in Hirschman, 
1977, pp. 59-60). 


One can understand this usage of the term 
doux by reference to the “noncommercial” 
meaning of commerce. Besides trade the word 
had long referred to conversation and other 
forms of polite social intercourse between two 
persons. It was in this sense that the term doux 
was oOftem associated with commerce 
(Hirschman, 1977, p. 61 ). The subsequent defin- 
ition of this notion to mean acting with calcula- 
tion and rationality provides the link with the 
accounting innovations of Colbert and Savary. If 
commerce were to occupy its rightful place in 
society and to contribute to the economic wel- 
fare of the nation, it needed to be understood 
and practiced as an innocent “interest”. The ac- 
quisition of wealth conducted according to the 
demonstrably rational calculative methods of ac- 
counting translated just such an interest into an 
operable activity (Hirschman, 1977, p. 66). This 
innocence, or legitimacy as we might say today, 
was to be understood within the discourse and 
practices of “order” identified above. A business 
carried on with the appropriate order that ac- 
counting could provide held out the promise of 
enhancing the social standing of commerce, un- 


16 The term douceur does not lend itself easily to translation. It connotes sweetness, softness, calm and gentleness. It would 
appear that the first usage of this term in reference to commerce is in Savary’s Le Parfait Négociant (Hirschman, 1977, p. 59). 


332 


doing wrongs perpetrated by malicious trades- 
men, and even improving the conduct of the 


business itself. The “essential” notion of order 
that accounting was to provide can now be un- 
derstood. The order that accounting was called 
upon to install would help to materialize and vis- 
ualize the legitimate “interests” that commerce 
was: considered to represent (Hirschman, 
1977). 

One can understand in this manner also the in- 
terrelations between the innovations in ac- 
counting and in broader practices of govern- 
ment. The concerns with the regulation of com- 
merce and with the ordering of practices of 
government can both be traced to the concern 
with statecraft (Faure, 1970; Hirschman, 1977). 
The reservations expressed above concerning 
the notion of accounting and the state as mutu- 
ally exclusive can now be better appreciated. 
Rather than two independent entities, account- 
ing and the state can be viewed as interdepen- 
dent and mutually supportive sets of practices, 
whose linkages and boundaries were con- 
structed at least in their early stages out of con- 
cerns to elaborate the art of statecraft. 

The earty seventeenth century writings of Laf- 
femas, Montchretien and Eon were central to 
these attempts to elaborate the role of com- 
merce in society (Grassby, 1975; Hirschman, 
1977). The productive function and inter- 
national renown of merchants was contrasted 
with the limited function of the static privileged 
orders (Grassby, 1975, p. 204). In his classic 
work Le Commerce Honorable, Eon sought to 
show that trade was not the preserve of grasping 
and petty usurers but was the source of social 
stability, national prosperity, political power, 
civilized life, and many other benefits besides 
(Grassby, 1975, p. 204). These notions were the 
very ones that Savary emplaced in the new com- 
mercial code (Grassby, 1975, p. 206). 

One can employ the term mercantilism to 
characterize this. set of related writings on the 
development of trade, the regeneration of man- 
ufactures and the role of the crown in such pro- 
cesses (Cole, 1964; Parker, 1983). Mercantilism 
is of course just a label But the term still has a de- 
scriptive value. This resides in its applicability to 
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a whole series of projects, ideas, attitudes and 
policies that characterized the initial attempts of 
modern government, between the fifteenth and 
eighteenth century, to monopolize the administ- 
ration of the economic and social life of a defined 
population and territory. Braudel (1985, p. 544) 
has defined mercantilism as “none other than 
the insistent, egoistic and presently vehement 
forward thrust of the modern state”. A related 
way of identifying mercantilism is by focusing on 
the development of the economy and its alliance 
with the state (Mann, 1986). Mercantilism in 
this view can be defined according to two cen- 
tral components: the internal regulation of wage 
labour, industry and the elimination of feudal 
privileges; and the external regulation of inter- 
national trade and the prevention of the flow of 
bullion abroad. Supporting these twin policies 
was a mercantilist philosophy, the central thesis 
of which was that the wealth of the world com- 
prised a finite sum whose distribution between 
nations constituted a zero-sum game. The pros- 
perity of an individual nation flowed from an or- 
derly distribution of resources internally and ex- 
ternal protection against foreign powers (Mann, 
1986). Mercantilism as a generalized body of 
theory and practices helped to make France a na- 
tion of state intervention par excellence and 
placed responsibility for such policies firmly 
with the central government (Parker, 1983, p. 
73). The desire to inventory national wealth, a 
major factor in the origin and growth of the in- 
tendancy, was as central to such a programme of 
government as the continual attempts to abolish 
interior tariff barriers and create a fully national 
market (Rothkrug, 1965, p. 108): The idealiza- 
tion of the state and aspirations to political cen- 
tralization in such writings went together with 
an image of a society that could be made to oper- 
ate as a clockwork mechanism (Rothkrug, 1965, 
p. 129). Eas 

It is within rationales such as those provided 
by mercantilism that the limited coherence of 
the innovations in accounting and government 
identified above can be understood. Accounting 
viewed as a set of practices and rationales could 
help to render operable the broad programme of 
government embodied in mercantilist writings. 
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Accounting was linked to practices of govern- 
ment in such a programme through the positive 
valorization of order in commerce that it sought 
to materialize in its calculative routines. Well or- 
dered commerce is a necessary component ofa 
well ordered society. Accounting has the ability 
to represent and visualize this order through its 
calculative routines. Government by inquiry and 
the solidification of the intendancy within such a 
programme articulates a similar concern with 
order. A rationale of order provides a principle 
of translatability across and between domains 
that otherwise would be quite disparate. Ac- 
counting can thus assume its place alongside 
other practices of government. 


CONCLUSION 


This paper has argued for the importance of 
examining the interrelations of accounting and 
the state, rather than viewing these two 
phenomena as linked only by external relations 
with each other. A particular way of understand- 
ing these interrelations has been proposed, 
based on a distinction between “rationalities” 
and “technologies” of government. This frame- 
work has been illustrated by reference to inno- 
vations in accounting and other practices of 
government in late seventeenth century France. 

A substantive theoretical concern with the 
nature of accounting research is held to be at 
issue here. Three aspecis to this concern can be 
identified. Firstly, there is the question of the 
types of issues that need to be addressed in 
studying accounting change. Recent field study 
_ research (cf. Bruns & Kaplan, 1987) suggests the 
importance of studying accounting practices 
within the immediate contexts of the organiza- 
tions within which they operate. These issues 
are central to understanding accounting and de- 
serve intensive study across a wide range of or- 
ganizations. The argument of this paper is that 
there is an equally important dimension to ac- 
counting change, one that is not restricted to the 
immediate organizational contexts in which ac- 
counting operates. This is that of the rationales, 
programmes, values and ideals within which ac- 
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counting practices are enrolled (Burchell et ak, 
1985; Hopwood, 1983, 1984, 1985a, 1985b; Mil- 
ler & O'Leary, 1989; Miller & Rose, 1990). The 
enroliment of accounting practices within “state 
projects” is one key feature of this aspect of ac- 
counting change. Such dimensions of account- 
ing change have a rather elusive appearance 
when compared with the concreteness of or- 
ganizational processes. Yet so often it is in terms 
of highly general and abstract objectives that 
particular accounting innovations are called for 
and promoted, both within individual organiza- 
tions and specific national contexts. This prog- 
rammatic aspect of accounting change is as yet a 
relatively unexplored research issue, and the 
concepts for analysing it are still underde- 
veloped. 

Secondly, and as a necessary complement to 
this emphasis on examining the rationales and 
ideals within which accounting change takes 
place, there is the important part played by all 


‘the various devices and techniques that go to 


make up accounting practice. The keeping of 
ledgers of various sorts, return on investment, 
and discounted cash flow calculations are 
among these practices. The term “technologies” 
has been used in this paper to designate this class 
of practices. As a term it has been chosen to em- 
phasize that there is more at issue here than is 
usually understood by the term technique — a 
neutral means of achieving certain ends without 


introducing any change of its own. In distinction 


to such a meaning, the term “technologies” is 
used to emphasize the transformative effects 
that certain routine calculations can bring about. 
Technologies are ways of representing and act- 
ing upon processes and activities. It is argued © 
that technologies understood in these terms 
play a central role in the elaboration and 
operationalization of specific “state projects”, 
enabling these to be translated into attempts to 
intervene in an enterprise, an economy or a Soc- 
iety. Technologies thus mediate between the 
general and abstract level of rationales and 
ideals, and the immediate context of accounting 
in particular organizations. 

Thirdly, and more generally, a way of under- 
standing accounting change has been proposed 
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_ that emphasizes the fundamental reciprocity be- 

tween rationalities and technologies. The cal- 
culative technologies of accounting, together 
with other ways of inscribing and materializing 
information, make it possible for political 
rationalities to fulfil their vocation as pro- 
grammes. Reciprocally, political rationalities ac- 
cord significances and meanings to quite mun- 
dane calculative routines, allowing their prac- 
titioners to articulate their potential contribu- 
tions in terms that extend far beyond their oper- 
ation within individual enterprises. It is argued 
that it is through this reciprocal relationship that 
the interrelations of accounting and the state can 
be fruitfully analysed. 

Pursuing one line of inquiry typically involves 
negiecting others that are equally promising. 
Thus one way of exploring the concerns of this 
paper would have been by focusing on earlier 
periods that demonstrate the importance of dis- 
tinct yet related factors in accounting change. 
An analysis of the institutional mechanisms 
through which double entry book-keeping was 
articulated, such as the Church, the educational 
apparatus and the printing-house (Thompson, 
1988 ) is one such line of inquiry. A concern with 
late medieval developments in the technology of 
writing and of examinations (Hoskins & Macve, 
1986), and with the role of key nineteenth cen- 
tury educational institutions that deployed such 
technologies (Hoskins & Macve, 1988) is 
another. These important researches are distinct 
from, yet complementary to the concerns of this 
paper. Further work of this kind is needed in 
order to make possible sharper cross-national 
comparisons as well as clearer chronological dif- 
ferentations. One can also envisage studies that 
would seek to trace the ways in which the prog- 
rammatic dimensions of power/knowledge rela- 
tions addressed in all these papers operated in 
practice. Such a line of inquiry clearly has much 
to recommend itself, yet is quite distinct from 
the concerns of this paper to analyse the recip- 
rocal relations between a particular set of 
rationales and ideals on the one hand, and an as- 
semblage of technologies of government on the 
other. l 

Further studies of the interrelations between 
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accounting and the state may help us to under- 
stand the ways iñ which specific state projects 
influence the nature and direction of accounting 
change. Questions such as whether a “cen- 
tralized” model of government emerges in 
which accounting practices are regulated by the 
state itself, or whether a “liberal” framework ap- 
pears in which regulation is made the responsi- 
bility of bodies that are at least formally indepen- 
dent of the state, should in principle be amena- 
ble to such analysis. Explanations of the promo- 
tion and deployment of specific accounting 
techniques in terms of their utility for specific 
state projects, such as the techniques developed 
for capital budgeting decisions since World War 
H, can also be envisaged. For instance the prom- 
otion of discounted cash flow techniques in the 
U.K. in the 1960s may well be explicable in im- 
portant part by reference to a particular state 
project that entailed a desire to guide the ac- 
tivities of private and public enterprise without 
resort to constant and detailed direct interven- 
tion. One can also envisage extensions and re- 
finements to the analysis undertaken above that 
would seek to explain more recent changes and 
developments in accounting practices in 
specific countries. The increasing usage of ac- 
counting technologies within government in the 
U.K. currently is just one example of accounting 
change that may well be part of a wider shift in 
the nature of a particular state project. These il- 
lustrations are of course only some of the possi- 
ble implications for accounting research that 
arise from this paper. However they indicate the 
scope and extent of the research issues opened 
up by explicitly addressing the interrelations of 
accounting and the state. 

The analysis offered here suggests also that ac- 
counting research has considerable potential for 
contributing to debates in other social science 
disciplines. Whilst it is appropriate that account- 
ing should be learning from disciplines such as 
organization theory, anthropology; social 
psychology, sociology, political science and 
philosophy, effects can also flow in the other di- 
rection. Analyses of the rationalities and 
technologies of accounting change make possi- 
ble a fuller understanding of the practices that 
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have made possible nationally and historically 
specific forms of government. As a discipline ac- 
counting can contribute in this way to current 
researches being undertaken by economic histo- 
rians, sociologists and political scientists of the 
changing forms of social power. Research into 
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the interrelations between accounting and the 
state offers the possibility of identifying some 
important aspects of accounting change. Such 
research also provides the opportunity for ac- 
counting to assume a prominent role in current 
debates within the social sciences. 
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The papers in this section are an initial selection from those presented at the inaugural Australian Management Accounting 
Research Conference held in September 1988. Organized by the School of Accounting at the University of New South Wales, 
the conference focused on the state of the art of management accounting research. The intention was to provide an 
opportunity for researchers working in diverse arcas of management accounting to debate fruitful avenues of future research 
on the basis of a sound understanding of what has been achieved to date. The conference was an interesting and productive 
one. The Editor is grateful to Professor W. P. Birkett of the University of New South Wales for suggesting that the revised 
version of the papers be published in this journal. Additional papers will be published in a future issue. 
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AGENCY RESEARCH IN MANAGERIAL ACCOUNTING: A SECOND LOOK* 


STANLEY BAIMAN 
Carnegte Melion University 


Abstract 


This paper surveys the recent agency literature, emphasizing its managerial accounting implications. The 
paper first describes and compares three branches of the agency literature. Attention is paid to the 
assumptions, focus, contributions and criticisms of each branch. Empirical tests of implications of the 
agency model are reviewed. Recent theoretical agency papers with managerial accounting implications are 
then discussed. The last section of the paper discusses possible directions in future research which may 
increase the insights which the agency paradigm can bring to managerial accounting research. 


The aim of this paper is to survey the recent 
agency literature, emphasizing its implications 
for managerial accounting research.’ The pur- 
pose of this survey is different from that of an 
earlier one written by the author (Baiman, 
1982). The objective of that earlier survey was 
to provide a first introduction to one particular 
branch of the agency literature, the principal— 
agent model, and to explore its potential impli- 
cations for managerial accounting. Other 
branches of the agency literature were 
excluded, not because they were thought to be 
less important, but to make the paper less con- 
fusing. While the present paper also concen- 
trates on the principal-agent model, one of its 
objectives is to emphasize the connection be- 
tween the different branches of the literature 
and to demonstrate how insights from the other 
branches of the literature can enrich the ques- 
tions addressed in the principal—agent literature. 
A second purpose of the paper is to discuss the 


extent to which the promise of future manage- 
rial accounting implications mentioned in the 
earlier survey has been achieved. 

The paper is arranged as follows. The second 
section briefly describes and compares three 
branches of the literature. They are: the princi- 
pal—agent literature, the transaction cost econ- 
omics literature, and the Rochester literature 
based on the work of Jensen & Meckling 
(1976).* The third section discusses some 
recent empirical tests of implications of the 
agency model. Because most agency research in 
managerial accounting has been based on the 
iprincipal-agent branch of the literature, the rest 
of the paper surveys recent theoretical papers in 
that branch. The fourth section discusses recent 
papers in that branch which have responded to 
some of the criticisms of the principal-agent lit- 
erature mentioned in the second section and, in 
particular, to those insights and criticisms of- 
fered by the transaction cost economics branch. 


*This paper was originally prepared for the 1988 Management Accounting Research Conference sponsored by the School of 
Accountancy, University of New South Wales. I would like to thank Harry Evans, Nandu Nagarajan, Mark Wolfson and two 


anonymous referees for very helpful comments. 


For other recent surveys of the agency and related literatures, see Holmstrom & Tirole (1987) and Hart & Holmstrom 
(1987). The present survey is not meant to be comprehensive. For example, | have tried to keep the overlap with Baiman 
(1982) to a minimum. Further, I have chosen to review only a representative sample of the recent literature. In addition, this . 
paper does not review the literature which has proposed and tested alternative behavioral models of the determinants of ` 
managerial behavior. Por an excellent review of this literature, see Kren & Liao (1988). 

? Although it might be considered an agency model, the stewardship literature in accounting will not be discussed. The major 
reason is that those recently interested in this area have tended to base their analysis on one of the three agency models 
mentioned. For example, Gjesdal (1981) uses a principal~agent model to analyse the stewardship problem. 
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The fifth section discusses some recent princi- 
pal—agent papers which explicitly model man- 
agetial accounting issues. The last section 
suggests ways in which principal—agent research 
might enhance its impact on the ie Sod cal ac- 
counting literature. 

An agency relationship exists when one or 
more individuals (called principals) hire others 
(called agents) in order to delegate respon- 
sibilities to them. The rights and responsibilities 
of the principals and agents are specified in their 
mutually agreed-upon employment relation- 
ship. Within the term employment relationship I 
include the chosen: compensation arrangement, 
information systems, allocation of duties, and al- 
location of ownership rights. 

In all agency models, individuals are assumed 
to be motivated solely by self-interest. An agency 
problem arises if the cooperative (or first-best) 
behavior, which maximizes the group’s welfare, 
is not consistent with each individual’s self-in- 
terest. This occurs if the employment relation- 
ships are such that, given that everyone else is 
acting cooperatively, one or more individuals 
could make themselves better off by deviating 
from their cooperative behavior. Of course, if 
one or more individuals are expected to deviate 
from their cooperative behavior, others may find 
` it in their best interest to deviate. The end result 
is that when cooperative behavior is not consis- 
tent with self-interested behavior (i.e. it is not 
self-enforcing), the group suffers a loss of effi- 
ciency and all individuals are potentially made 
worse off. 

All three branches of the literature provide 
similar frameworks for analysing the interaction 
of self-interested individuals within an econ- 
omic context; understanding the determinants 
and causes of the loss of efficiency created by the 
divergence between cooperative and _ self-in- 
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terested behavior (ie. the loss from agency 


problems); and analysing and understanding the 


implications of different control processes (e.g. ` 
budgeting systems, employment contracts, 

monitoring systems etc.) for mitigating the effi- 

ciency loss from agency problems. The three 

branches of the agency literature, however, dif- 

fer primarily in two ways. First, they emphasize 

different sources of the divergence between 

cooperative and self-interested behavior. Sec- 

ond, they emphasize different aspects of a com- 

mon research agenda. This common research 

agenda includes: (a) careful modeling of the un- 

derlying economic context giving rise to the 

agency problems; (b) derivation of optimal 

employment relationships and understanding 
how the employment relationships mitigate the 

underlying agency problems; (c) comparing the 

results to observed practice as a check on the in- 

itial modeling and analysis. The similarities and 

differences in the three different agency 

branches will be discussed next. 


COMPARISON OF MODELS 

The principal—agent model 

The first agency branch to be discussed is the 
principal-agent model. It typically takes the or- 
ganization of the firm, including the allocation of 
tasks and ownership rights, as given and concen- 
trates on the choice of the ex ante employment 
contract and information systems. 


Assumptions? In the principal-agent model, 
individuals are assumed to be rational and to 
have unlimited computational ability. Further, 
they can anticipate and assess the probability of 
all possible future contingencies. Any contin- 
gencies which are jointly observable can be 
costlessly used as arguments in contracts (i.e. 
are ex post verifiable).* The contracts are as- 


3 See Baiman (1982) for a more complete discussion of the assumptions underlying the principal—agent model. 

í An event ts jointly observable if it is observable to the contracting parties. An event is verifiable if it is observable not only 
to the contracting parties but also to a third party (such as a court) who is responsible for enforcing the contract. Thus all 
verifiable events are jointly observable but not all jointly observable events are verifiable. The distinction between 
observability and verifiability is important because only verifiable events can be contracted on. Until recently princtpal—agent 
models did not distinguish between observability and verifiability but, instead, assumed that any jointly observable event was 
verifiable and could be contracted on. Some implications of this distinction will be tas later when issues of reputation 


are discussed. 
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sumed to be costlessly and accurately enforced 
by the courts. As a result, the contracts studied 
ate comprehensive and complete in the sense 
that for each verifiable event, they specify the 
actions to be taken by the contracting parties. 
Further, it is usually assumed that the courts will 
enforce a previously agreed upon contract even 
if, at some subsequent time, all the contracting 
parties would prefer to renegotiate the contract. 
Hence, there is no need for contracts to be self- 
enforcing. 

In the principal-agent model, each: indi- 
vidual’s actions are endogenously derived, based 
on his well-specified preferences and beliefs. 
Further, each individual expects every other in- 
dividual to act solely on the basis of his own pre- 
ferences and beliefs. 

Common to all principal—~agent models is an 
information asymmetry assumption. The agent is 
assumed to have private information to which 
the principal cannot costlessly gain access. This 
private information may be with respect to the 
agent’s action choice and/or state information. 
Finally, it is usually assumed that the agent is 
work-averse and risk-averse.’ 


What prevents the cooperative solution from 
being achteved. It is information asymmetry to- 
gether with the agent’s work-aversion and risk- 
aversion which typically prohibits the coopera- 
tive solution from being achieved by self-in- 
terested behavior. That is, information asym- 
metry and agent work-aversion and risk-aversion 
prevent the simultaneous achievement of the 
cooperative allocation of risk and the coopera- 
tive level of production. For example, efficient 
risk-sharing would require that a risk-neutral 
principal bear all of the risk associated with pro- 


343 


duction by paying the risk-averse agent a fixed 
wage. However, a fixed wage gives the work-av- 
erse agent no incentive to work. Efficient pro- 
duction would have the principal sell the firm to 
the agent for a fixed fee. But that would ineffi- 
ciently impose all of the production risk on the 
risk-averse agent. Therefore, a trade-off between 
efficient risk sharing and efficient production 
must be made. In particular, the principal finds it 
optimal to impose more than the cooperative 
level of risk on the agent in order to improve the 
latter’s motivation to produce. 


Focus. In the agency research agenda discus- 
sed in the introduction, the principal—agent, 
branch has emphasized the first two steps more 
than the third. The literature has focused on the 
formal analysis of an explicit, internally consis- 
tent model of the underlying economic environ- 
ment in order to understand how the design of 
the employment relationship affects the effi- 
ciency loss from agency problems. This then al- 
lows the researcher to derive the optimal 
employment relationship for the specified envi- 
ronment. 

Managerial accounting research based on the 
principal—agent model has specialized this focus 
to study the role played by, and hence the 
demand for, managerial accounting procedures 
and processes within the firm. Examples of such 
procedures and processes studied include: 
monitoring systems, budgeting systems, var- 
iance investigation systems, cost allocation sys- 
tems, and transfer pricing systems. This research 
has studied the effect of these and other manage- 
rial accounting processes on the interaction of 
individuals within the firm. Particular interest 
has been paid to conditions under which these 


> An alternative assumption is that the agent is risk-neutral, has private state information and chat the labor market is such that 
the agent must be guaranteed his minimum expected utility for each possibile realization of his private information. For 
example, the agent may have private information about the productivity of the principal’s capital If the labor market is such 
that the agent can leave the firm after he has learned the capital's productivity but the principal wants to employ the agent 
for cach productivity realization, then the agent's employment contract must assure the agent his minimum expected utility 
for each capital productivity realization. This labor market condition is referred to as limited lability. 

6 When the agent is risk-neutral, has private state information and the labor market assures him limited liability, the agent is 
in a position to misrepresent his private information, and thereby earn rents on that private information. Again, the 
cooperative solution cannot be achieved by self-interested behavior. In this case the principal may find it in his best interest 
to distort production away from the cooperative level in order to reduce the rents which the agent can earn on his private 


information. 
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systems are valuable in mitigating the firm’s un- 


“ derlying agency problems and how the informa- 
tion which they produce should be incorpo- 
rated into the employment contracts in order to 
accomplish this reduction in agency problems. 


Contribution. A major contribution of the 
ptincipal—agent model to managerial account- 
ing research has been in its providing a coherent 
and useful framework within which we can view 
managerial accounting procedures and pose 
managerial accounting questions.’ For example, 
based on the principal—agent model, one would 
expect to find a managerial accounting proce- 
dure only in contexts in which individuals 
would benefit from its use — by mitigating moti- 
vational problems within firms made up of self- 
interested individuals. 

While this is a simple idea, it was often over- 
looked in previous managerial accounting re- 
search. Such research often lacked both any 
explicitly stated role for managerial accounting 
procedures (i.e. as the most efficient way of 
mitigating motivational problems) and the pre- 
requisite for its use (Le. the existence of a non- 
trivial motivational problem to overcome). For 
example, previous research into the role of 
transfer pricing and cost allocation studied these 
procedures within models in which there were 
no underlying motivational problems and in 
which the cooperative solution could be 
achieved without the managerial accounting 
procedures of interest. Hence while the trans- 
fer pricing and cost allocation rules derived from 
these earlier studies are simple and straight-for- 
ward, their relevance is open to question. For 
what can one learn about specific managerial ac- 
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counting procedures from models in which 
there is no endogenous demand for such proce- 
dures, i.e. in which their use does not make the 
players better off (and in some cases actually 
makes them worse off) relative to using some 
other procedure? 

The principal—agent model’s emphasis on in- 
ternal consistency, rational players and optimal 
solutions forces the researcher to study the use 
of managerial accounting procedures within the 
context of models in which there is an underly- 
ing inefficiency for which the use of those proce- 
dures may be an optimal solution.’ It is this new 
appreciation for the role of managerial account- 
ing procedures and a more subtle understanding 
of the demand for and effect of managerial ac- 
counting policies and procedures which the 
principal_agent model has brought." 


Criticisms. A number of criticisms can be 
made of the principal—agent model. I will list 
them here and later discuss recent papers which 
address some of these and other criticisms. 

The first set of criticisms deal with the realism 
of some of the assumptions underlying the prin- 
cipal—agent model. First, the computational re- | 
quirements of the principal—agent formulation, 
the assumption that courts can costlessly and ac- 
curately enforce all contracts and the assump- 
tion that the courts will enforce contracts even 
when all of the parties subsequently wish to re- 
contract are all unrealistic. 

The second set of criticisms deal with the 
simplicity of the models analysed. Because of the 
principal-agent model’s emphasis on internal 
consistency and optimal solutions (and the com- 
putational requirements that they impose on the 


7 Principal—agent analysis has also begun to appear in managerial accounting. texts. See, for example, Kaplan (1982) and 


Magee (1986). 


8 See, for example, Hirshleifer (1956), Kaplan & Thompson (1971) and Hamlen et al (1977). As an example, Hirshicifer 
studied transfer pricing in a model in which the owner had perfect information. As a result, there was no need for the owner 
to influence divisional behavior by designing a transfer price system. Instead, the owner could achieve the cooperative 
solution simply by ordering the divisions to transfer the appropriate quantities and designing a forcing contract which 


assured their compliance. 


? For analyses of transfer pricing and cost allocation using a principal—agent perspective, see, for example, Baiman & Noel 
(1985), Demski (1981), Harris et al (1982) and Rajan (1989. 


!? The papers.discussed in the fourth and especially the fifth section illustrate the insight into the managerial accounting 


process provided by recent principal—agent research. 
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researcher) principal—agent research has been 
restricted to highly stylized, simplified models. 
For example, most principal—agent models take 
a restricted view of the environment in which 
the firm operates. The analysis of the interaction 
between the optimal contract and the labor and 
product markets is often ignored in modeling 
the agency problem. Related to this, the princi- 
pal—agent model typically ignores the effect of 
the capital markets by assuming a single owner 
rather than a group of owners and debt-holders. 
In addition, an inherent characteristic of firms is 
that they are organized as hierarchies.'’ How- 
ever, there has been little modeling of hierar- 
chies in the principal—agent literature. '* Finally, 
the principal-agent model has often been 
criticized as too narrow because it, apparently, 
léaves no room for trust and fairness, which are 
also claimed to affect behavior. 

A third set of criticisms deals with the results 
of the principal-agent model. While we often 
observe the use of simple and robust contract 
forms’? (i.e. contracts forms which are not sensi- 
tive to the underlying parameters of the prob- 
lem), as a result of the principal—agent model’s 
emphasis on internal consistency, rationality 
and the optimality of contracts, we typically end 
up deriving complicated contracts whose forms 
are very sensitive to the model assumptions."* As 
a consequence, some claim that the results of 
principal—agent research gives us little insight 
into the form and shape of observed contracts 
(see, for example, Baker et al. (1988)). 

The criticisms with respect to model simplic- 
ity and solution complexity deserve some com- 
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ment at this point. There are two responses 
which can be made to them. First, they are major 
criticisms if one views the role of the principal— 
agent research as providing managerial account- 
ing algorithms which can be immediately 
applied in practice. These criticisms are less 
compelling if we view the principal—agent 
model as a framework for analysing issues and 
highlighting problems which arise and must be 
considered in applying managerial accounting 
procedures to real-world situations.’? Second, 
the observed contracts against which we com- 
pare the optimal principal—agent contracts are 
usually only the explicit or formula-based parts 
of actual employment relationships. At all levels 
of the firm there is often a great deal of discretion 
involved in determining the actual compensa- 
tion received, expecially when one considers 
job promotion, job assignment, and the alloca- 
tion of bonuses and perquisites. The differences 
in complexity and sensitivity between princi- 
pal—agent contracts and observed contracts may 
be much less when one factors in the discretion- 
ary aspects of actual contracts. '° 
This appeal to the discretionary aspects of ob- 

served employment relationships raises another 
criticism of principal—agent research. As noted, 
the decision as to who to promote and how to al- 
locate bonuses and perquisites are, in practice, 
often left to the discretion of supervisors rather 
than completely specified in an employment 
contract. But principal—agent research has 
primarily focused on the design of explicit con- 
tracts, devoting little study to the possible role of 
discretion in rewarding agents.'’ 


'! A firm is a hierarchy if it is composed of two or more agents where the principal communicates and contracts with a strict 
subset of agents, who in turn communicate and contract with a strict subset of agents, etc. 


12 For a notable exception see Melumad € et al (1989). 


13 For example, linear or piece rate contracts are observed in many situations. Constant wage contracts are even more widely 
i Because the model views all potential contracting variables in terms of their statistical (L.e. informational ) properties and 
optimal contracts use all the information available, optimal contracts are sensitive to the underlying distributional properties 
of the contract variables. Optimal contracts are also sensitive to the assumed preferences of the contracting parties. 

13 This point was emphasized by Rick Antle in his Plenary Address to the 1988 American Accounting Association Annual 
Meeting. 

‘6 Contract complexity and discretion are addressed later. 

17 In order to study discretion, one needs to distinguish between verifiable information on which one can base contracts and 
observable but unverifiable information on which one can only base discretionary behavior. See the later discussion of 
reputation (footnote 37) in which this point is further developed. 
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A final criticism is of the empirical content of 
the literature rather than of the model formula- 
tion. There has been relatively little direct em- 
pirical testing of principal—agent model results. 


The transaction cost economics model’ 

Before we begin this section, it should be 
noted that the transaction cost economics ap- 
proach has not, as yet, had a significant effect on 
the direction of managerial accounting research. 
Articles have advocated its use for understand- 
ing the evolution of managerial accounting pro- 
cedures (Johnson, 1983) and as a conceptual 
overview of the managerial accounting process 
(Spicer & Ballew, 1983; Swieringa & 
Waterhouse, 1982). However, apparently no 
one has taken up this latter suggestion. There- 
fore, the transaction cost economics model is re- 
viewed here, not because it has already been 
applied to managerial accounting issues, but 
because it has the potential to enrich our under- 
standing of the role of the managerial accounting 
process.’? 

Assumptions. Like the principal—agent model, 
transaction cost economies assumes that all indi- 
viduals act in their own self-interest (this is refer- 
red to as opportunistic behavior ). However, un- 
like the principal—agent model, transaction cost 
economics assumes that individuals do not have 
unlimited computational ability. Rather, while 
all individuals act to maximize their expected 
utility, their success in doing so is restricted by 
both their limited capacity to acquire and pro- 
cess information (as a result of bounded rational- 
ity ) and the out of pocket cost of decision-mak- 
ing and contracting. Further, unlike the princi- 
pal—agent branch, transaction cost economics 
assumes that the courts are imperfect enforcers 


of contracts. 
As aresult of bounded rationality, one cannot 


foresee all possible future contingencies and 
hence cannot incorporate these unforeseen con- 
tingencies into the ex ante employment con- 
tract. Further, as a result of contracting costs and 
the imperfect nature of their enforcement by the 
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courts, one may choose to not incorporate into 
contracts some foreseeable contingencies, even 
ones that are ex post verifiable. Therefore, unlike 
the principal—agent model, contracts are as- 
sumed to be incomplete. That is, it is assumed 
that there exist events in the future for which the 
contract does not stipulate the appropriate 
actions for the contracting parties. Because of 
opportunism, when an uncontracted for contin- 
gency does arise, each party will try to exploit it 
(Le. act opportunistically) to the extent that 
market conditions allow. Therefore, when an un- 
contracted-for event arises, cooperative and self- 
interested behavior may diverge. | 

Notice that the use of incomplete contracts 
result in a potential loss of efficiency relative to 
the use of complete contracts. The reason is that 
contracting parties are never worse off, and are 
often strictly better off, by contractually pre- 
committing to how they will act if specified 
events occur in the future. At worst, one can al- 
ways precommit to act in the same way as one 
would act without such an earlier contractual 
precommitment, Le. precommit to act oppor- 
tunistically. By definition, complete contracts 
allow the parties to precommit to behavior for a 
larger set of outcomes. For, if there exists events 
which cannot be foreseen or are not specified in 
a contract, one cannot credibly precommit to 
how one will act when those events arise. 


What prevents the cooperative solution from 
being achieved. Thus it is bounded rationality, 


costly contracting and imperfect enforcement of 
contracts, and their implication of incomplete 
contracts, which potentially prevent the 
cooperative solution from being attained by self- 
interested behavior. Notice that unlike the prin- 
cipal-agent model, the cooperative solution 
may not be achievable even in the absence of 
work-aversion, risk-aversion or limited liability 
on the part of the agent. | 


Focus. The focus of the transaction cost econ- 
omics literature differs in a number of ways from 


18 For a more complete description of this literature see Williamson (1975), Williamson (1986a) and Williamson (1986b). 
'9 Examples of such potential enrichment are presented in the fourth and fifth sections. 
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that of the principal—agent literature. First, the 
idea motivating transaction cost research is that 
transactions are organized? so as to minimize 
transactions costs, where that term includes out 
of pocket costs (such as computational costs and 
the cost of writing and enforcing contracts) and 
the opportunity costs of inefficient contracts. 
Second, principal—agent research tends to focus 
on the contractual relationships between indi- 
viduals within a firm, while transaction cost 
economics research tends to focus on the con- 
tractual relationships between firms.?! Third, 
with respect to the research agenda mentioned 
in the introduction, relative to principal—agent 
research, transaction cost economics places less 
emphasis on the formal modeling of the underly- 
ing economic environment and on deriving opti- 
mal solutions. It places more emphasis on the 
empirical testing of hypothesized explanations 
for observed organizational relationships.”” 
Fourth, because of the diminished role for court 
enforcement of contracts, transaction cost econ- 
omics focuses more on the design of self-enforc- 
ing employment relations rather than on those 
enforced by the courts. Finally, because transac- 
tion cost economics allows for incomplete con- 
tracts (and hence for signals which are jointly 
observed by the contracting parties but not in- 
corporated into those contracts), it naturally 
gives rise to the study of contracts which allow 
for discretionary compensation. 

The procedures which the firm puts in place 
to limit the opportunistic behavior that results 
from incomplete contracts are called gover- 
nance procedures.” In essence, governance 
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procedures set the rules of the renegotiation 
game which must be played when a contingency 
which is not covered by the ex ante contract 
arises. Factors such as market competition also 
act to discipline the opportunistic behavior 
which arises when uncontracted for events 
occur. Transaction cost economics is especially 
interested in situations in which the role of com- 


_ petition as a disciplining device is reduced. One 


such situation occurs in the presence of asset 
specificity. This condition arises when the value 
of an asset within an ongoing relationship ex- 
ceeds the value of the asset outside of the rela- 
tionship; that is, there are quasi-rents to be 
gained by continuing the asset-specific relation- 
ship. Examples of asset specificities include: 
human capital or learning by doing; site or loca- 
tional specificity such as that arising between ad- 
jacent coal mine and coal burning utility; and the 
use of special purpose physical capital in order 
to minimize the out of pocket cost of produc- 
tion. 

Once the parties to a transaction have in- 
vested in relationship-specific assets, the parties 
are no longer completely protected by the mar- 
ket from the opportunistic behavior of the other 
party, because the market no longer provides 
perfect substitutes for the other party. Hence, 
asset specificity worsens the problem associated 
with incomplete contracts because in these situ- 
ations the extent of opportunistic behavior 
which will be tolerated before ending the rela- 
tionship and devoting the asset to its next best 
use is much greater. Thus the potential for in- 
vesting in relationship-specific assets creates an 


70 Decisions as to how to organize a transaction would include whether an intermediate product is produced internally or 
externally, as well as whether to sell one’s products through one’s own stores, franchisee owned stores or independently 


owned stores. 


21 However, this difference is not as significant as it first appears. For example, although the principal and agent in principal— 
agent models are usually interpreted as having an employer—employee relationship, the model does not require this, In many 
situations the analysis would be the same if one interpreted their relationship to be that of an owner and an independent 
contractor, The problem is that none of the agency branches provides a useful definition ofa firm or a useful way of locating 


the border between a firm and the market. 


%2 Recently, principalagent researchers have started to address traditional topics within transaction cost economics but with 
more emphasis on modeling the underlying environment and on deriving optimal solutions. As a result, the distinction 
between principal-agent and some recent transaction cost economics research has become somewhat blurred. Some of 


these papers will be discussed in the fourth and fifth sections. 


> Examples would include a firm’s cost accounting system as well as budgeting, transfer pricing and cost allocation rules. 


348 


increased demand for governance procedures 
which will mitigate the effect of opportunistic 
behavior when uncontracted for events occur. A 
major focus of transaction cost economics is the 
study of how the design or organizational 
relationships, including governance procedures, 
affects the investment in relationship-specific 
assets, given incomplete contracting. 


Contribution, With incomplete contracts, the 
division of surplus when uncontracted for 
events arise depends upon the players’ relative 
bargaining positions. One’s relative bargaining 
position may depend upon any previous invest- 
ment in relationship-specific assets and the way 
in which the transaction is organized, including 
the agreed upon governance procedures. There- 
fore, a prior investment can influence both the 
total amount of surplus to be bargained over and 
the players’ relative bargaining position when an 
uncontracted for contingency arises.”4 To the 
extent that the latter concern influences the pre- 
vious investment decision, there is an invest- 
ment distortion. Because the way in which the 
transaction is organized may also affect the 
players’ relative bargaining positions, it may also 
indirectly affect one’s ex ante investment deci- 
sion. 

The main insight provided by the transaction 
cost economics literature, therefore, is that gov- 
ernance matters. That is, incomplete contracts 
give rise to ex post opportunistic behavior 
which distorts ex ante investments in relation- 
ship-specific assets. Changes in the ownership of 
the asset and in governance procedures affect 
outcomes because they change the ex post bar- 
gaining positions of the contracting parties, 
which in turn affect the ex ante investment. 
Notice that the insight that governance matters 
depends crucially on there being uncontracted 
for contingencies and hence ex post bargaining. 
This only arises when incomplete contracts are 
used, In the principal—agent model the manner 
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in which a transaction is organized does not mat- 
ter because contracts are assumed to be com- 
plete and hence there is no ex post bargaining. 

As was noted earlier, transaction cost econ- 
omics has not yet been applied to specific man- | 
agerial accounting issues. Transaction cost econ- 
omics has, however, made a significant contribu- 
tion to the industrial organization literature. It 
has provided an alternative explanation for the 
diverse ways in which firms organize their rela- 
tionships. In particular, prior to transaction cost 
economics, the major explanation offered for 
non-standard relationships between firms was 
that they were attempts to build up or exploit 
monopoly power. Transaction cost economics 
analysis has shown that some of these relation- 
ships can be explained as attempts to minimize 
transaction Costs. 

Criticisms. A number of criticisms of the 
transaction cost economics model have been 
made. Most of the criticisms deal with the impre- 
cise specification of the model and the context 
being analysed. First, the source and size of out 
of pocket contracting costs, while often used to 
motivate the incompleteness of contracts, are 
imprecise.” Further, it is never made explicit 
why the form of contract incompleteness as- 
sumed is the optimal response to those contract- 
ing costs. Second, the notion of bounded ration- 
ality, although often motivating the use of in- 
complete contracts, is not well-defined. This 
gives rise to several questions. At what point do 
these bounds prevent individuals from doing 
better? How do they cope with their bounds? 
And again, why does bounded rationality give 
rise to the form of the contract incompleteness 
assumed? Further, if it is bounded rationality 
which is giving rise to contract incompleteness, 
how does one ex ante evaluate and choose be- 
tween different governance procedures when 
their reason for being is that one cannot assess 
the probability or even foresee the contin- 
gencies for which the governance procedures 


4 For example, if a supplier invests in a general purpose machine rather than a special purpose machine he will reduce the 
amount of surplus bargained over between himself and the buyer, but he may improve his relative bargaining position with 


the buyer. 


75 However, for an excellent example of work where the sources of transaction costs are well-specified and indirectly 


measured, see Scholes et al. (1989), 
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will be used? Note that this criticism does not 
arise when the reason for incompleteness con- 
tracts is the out of pocket cost of including con- 
tingencies in contracts. 

Another model specification problem is that 
the equilibrium concept that gives rise to the 
particular organizational design adopted by the 
firm is often unstated and the context in which 
the issue is being addressed is often not fully 
specified. As a result, the theoretical analysis 
done in transaction cost economics tends to be 
less formal and rigorous than in principal—agent 
research.” Finally, although transaction cost 
economics problems are usually posed within a 
multiperiod setting, the literature has not fully 
explored the role of reputation as a substitute for 
governance procedures. 


The Rochester model 

The last branch of the agency literature to be 
discussed is that based on the work of Jensen & 
Meckling (1976), including the positive theory 
of accounting (Watts & Zimmerman, 1986). 
This literature shares many of the assumptions 
and the method of analysis of the transaction 
cost economics model. 


Assumptions. The Rochester model is similar 
to the transaction cost economics model in that 
both emphasize transaction costs and oppor- 
tunistic behavior. However, in the Rochester 
model the external labor and capital markets, 
which are assumed to be efficient and to accu- 
rately anticipate the incentives of management, 
play a much more central role than in the other 
branches. Thus the Rochester model addresses 
one of the criticisms made of the principal— 
agent model. This literature also assumes that 
observed employment and financial contracts 
are optimal, given transaction costs. The positive 
theory model is based not only on this agency 
model of the firm, but also on an economic 
theory of government regulation which views 
the political process as a competition among 
self-interested individuals for wealth transfers. 


What prevents the cooperative solution from 


* However, sec footnote 22. 
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being achieved. Like transaction cost econ- 


omics, the presence of transaction costs implies 


the use of incomplete contracts, which together 
with opportunistic behavior potentially pre- 
vents the cooperative solution from being at- 
tained by self-interested behavior. 


Focus. Both the Rochester and the principal— 
agent branches of the literature share the object- 
ive of understanding how agency problems arise 
and how they can be mitigated by contractual, 
and more generally, organizational design. The 
focus and emphasis of the two branches differ 
however. In contrast to principal-agent re- 
search but like transaction cost research, the 
Rochester branch works with less formal and 
less explicit models and analyses and em- 
phasizes the empirical testing of results. In par- 
ticular, it studies the incentives faced by the con- 
tracting parties given observed contracts and 
what factors might have given rise to the ob- 
served contracts. It does so by studying the ef- 
fect that (changes in) employment and financing 
contracts have on the behavior of management 
(e.g. their financing and investment decisions) 
and on the stock price of the firm. The positive 
theory specializes the focus to management’s 
choice of its financial accounting reporting pro- 
cedures. Notice that the Rochester branch de- 
emphasizes the formal derivation of optimal 
contracts because, as noted above, it assumes 
that observed contracts are optimal given trans- 
action costs. 


Contribution. All of the agency models 
assume that management acts in its own best in- 
terests and hence responds to the economic in- 
centives embodied in its employment contract. 
One contribution of the Rochester model and 
the positive theory was in their early applica- 
tions of the agency framework to issues of man- 
agement control and the choice of financial ac- 
counting policy. In particular, the positive 
theory expanded the role for financial account- 
ing information in an efficient market to include 
a contracting role, and thereby enriched the 
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explanation for the choice of different financial 

accounting procedures. A second, and continu- 

ing, contribution of the Rochester literature is in 

empirically testing this agency model of the firm 

and in identifying empirical regularities regard- 

ing management’s behavior and the form of 
executive compensation contracts. 


Criticisms.” As with transaction cost econ- 
omics, the concepts of equilibrium and effi- 
ciency as well as the size and source of transac- 
tion costs, while very important to the analysis, 
are not well-specified. Further, in the Rochester 
literature, careful modelling of the underlying 
context and deriving optimal contracts are de- 
emphasized because observed contracts are as- 
sumed to be efficient, given (usually unstated 
and unmeasured) transaction costs. But as a 
result, it then becomes difficult to explain what 
the motivation for the choice of those observed 
managerial contracts is (incentive, signalling, sc- 
reening, tax, etc.) or why contracts differ across 
different firms and across time within firms.” 
For example, while Healy (1985) is an excellent 
study. which documents the association be- 
tween income manipulation and the form of 
compensation plans, it offers no convincing exp- 
lanation as to why shareholders find it in their 
best interest to induce this behavior. Without 


such an explanation it becomes problematic as- 


to whether we are interpreting the observed 
phenomena correctly. 

When attempts to explain observed 
phenomena are made, the lack of modeling often 
results in an appeal to unmodelled transaction 
costs and political costs. But this reduces the 
persuasiveness of the arguments. This is espe- 
cially true in the positive theory’s reliance on 
political costs to explain management’s choice 
of financial accounting procedures. For 
example, Watts & Zimmerman (1986, p. 247) 
state, “To avoid congressional and regulatory 
agency attention with its consequent costs (and 
reduction in management compensation), the 
manager prefers the deferral method since it 





oe 27 See Christenson (1983) for other criticisms of this literature. 


-* 28 See Raviv (1985) for a discussion of this point. 
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usually reduces the level and variance of re- 
ported earnings.” But the deferral method can be 
converted to the flow-through method at almost 
no cognitive cost. So what is the transaction cost 
which prohibits this conversion and induces this 
choice of accounting technique? 


EMPIRICAL TESTS OF THE AGENCY 
PARADIGM 


All of the agency models discussed so far share 
a common view of the interaction between own- 
ers, managers and employment contracts: (1) 
managers act to maximize their expected utility 
and hence their behavior can be influenced by 
the design of their employment contracts; and 
(2) owners and managers collectively bear the 
cost of any agency problems, hence they have an 
incentive to design contracts which efficiently 
mitigate any underlying agency problems. The 
first point implies that we should see managerial 
behavior respond to (changes in) the design of 
compensation plans in predictable ways. The 
second point implies that in the presence of un- 
derlying agency problems we should see the 
adoption of plans which attempt to mitigate 
those problems. 

Most accounting related empirical agency re- 
search are studies of financial accounting issues 
rather than managerial accounting issues and are 
based on the positive theory of accounting 
model. Further, these studies have been the sub- 
ject of several prior surveys (see Holthausen & 
Leftwich 1983; Kelly, 1983; Lambert & Larcker, 
1985; Watts & Zimmerman, 1986). Therefore, in 
this section I will limit my discussion to papers 
which provide tests of the above two implica- 
tions of the agency model. 


Evidence on the bebavior of management 
Most of the literature has been concerned 
with testing the proposition that managerial de- 
cisions are affected by managerial compensation 
plans. Empirical tests generally support the as- 
sertion that capital investment decisions (Larc- 
ker, 1983), merger and acquisition decisions 
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(Lewellen et af 1985; Tehranian et al 1987; 
Walking & Long, 1984) and financial accounting 
procedure choices (Healy, 1985) are associated 
with managerial compensation plans. 

However, these tests are indirect and do not 
establish causality. For example, Larcker (1983) 
demonstrates an association between the adop- 
tion of long-term performance plans and 
changes in corporate capital investments. It is 
possible that the adoption of the long-term plans 
increased the planning horizon of management 
which then led them to increase their long-term 
investments. However, as Larkcer notes, it is also 
possible that management had already decided 
to increase capital investment and the adoption 
of the long-term plans was a way of signalling this 
to the market and of allowing management to 
benefit from this decision. This raises the issue of 
whether observed compensation plans are 
adopted to overcome agency problems or for 
other reasons, such as taxes and signalling. 


Evidence on the design of contracts to over- 
come agency problems . 

Murphy (1986) and Lewellen et al (1987) at- 
tempt to deal with this identification problem. 
Murphy analyses how compensation plans 
would differ depending upon whether the prob- 
lem to overcome is one of incentives versus one 
of learning the agent’s type. From the different 
models, he derives different implications for the 
variance of executive pay and for the relation- 
ship between pay and performance over time 
and compares them with actual pay-experience 
profiles for executives. While the hypotheses are 
not mutually exclusive, the data seem more sup- 
portive of the learning model than the shirking 
model. 

Lewellen et al (1987) examines whether 
executive pay packages can be explained as at- 
tempts to reduce agency costs resulting from 
management having a shorter decision horizon 
than owners. If this were the case, then one 
would expect to see the components of execu- 
tive pay (such as cash versus stock based com- 
pensation ) systematically differ across firms de- 
pending upon how severe the horizon problem 
is in those firms. Lewellen et ai (1987) hypo- 


thesizes that the severity of the horizon problem 
is associated with certain observable firm- 
specific variables and tests the association of 
these variables with the components of senior 
executive pay. The components of the executive 
pay packages are found to vary in the predicted 
manner, thus supporting the argument that 
these compensation plans are designed to over- 
come agency problems. 

Wolfson (1985) studies contracts in the oil 
and gas limited partnership market in which 
there is both substantial moral hazard with re- 
spect to the general partner’s decision to com- 
plete the drilling of a well and potentially im- 
portant tax implications to contract design. 
Wolfson identifies four different types of con- 
tracts between general and limited partners 
which make different trade-offs between the tax 
and incentive effects. He then derives hypoth- 
eses about the types of contracts one would find 
in different kinds of drilling, where the moral 
hazard problems would be of different severity. 
The data support the hypotheses. Wolfson also 
derives a hypothesis about the pricing of reputa- 
tion for oil and gas general partners. The data 
support the hypothesis that a general partner’s 
past performance (reputation ) is impounded in 
the offering price of his new partnerships. In 
summary, Wolfson’s results are consistent with 
both reputation and explicit incentives being 
used to control moral hazard problems in oil and 
gas limited partnerships. Further, Wolfson 
(1985) is notable for directly incorporating 
both the tax and incentive aspects of contracts. 

Other studies have tested formally derived 
results from the principal—agent model in which 
the underlying agency problem arises because of 
moral hazard on the part of the agent. Results 
from principal—agent models indicate that when 
the outputs of agents are subject to correlated 
shocks, relative performance evaluation con- 
tracts are optimal (see Baiman & Demski, 1980; 
Holmstrom, 1982b). Antle & Smith (1986) em- 
pirically tests this result and finds weak support. 
Banker & Datar (1989) demonstrates that for a 
large class of production functions, the relative 
amount of weight which the performance 
evaluation measure should place on different 


352 


signals, is related to the sensitivity of those sig- 
nals to the agent’s action and the precision of 
those signals given the agent’s action. Lambert & 
Larcker (1987) tests this result using security 
market returns and accounting returns as the sig- 
nals of performance. The results are weak but 
consistent. 

The Wolfson (1985), Murphy (1986) and 
Lewellen et al (1987) studies discussed above 
try to provide a more direct test of the assertion 
that observed compensation contracts are cho- 
sen to mitigate specific agency problems. In par- 
ticular, the latter two papers attempt to differen- 
tiate between different demands for executive 
compensation and to empirically test for them. 
However two recent papers call into question 
whether the data which can be observed by an 
outside researcher is sufficient to discriminate 
between several of the competing demands for 
executive compensation contracts. If one takes 
the Murphy (1986) model but assumes that the 
agent already knows his own type, then Hagerty 
and Siegel (1988) show that, in a single period 
world, a contract written to overcome a moral 
hazard problem (in which the agent’s private in- 
formation is about his action) is observationally 
indistinguishable from that written to overcome 
an adverse selection problem (in which the 
agent’s private information is about the state 
realization ). In a similar vein, Amershi & Butter- 
worth (1988) shows that the optimal contract 
between a principal and agent which is designed 
to overcome moral hazard in an environment 
with homogeneous beliefs is empirically indis- 
tinguishable from the optimal pure risk sharing 
coatract between a principal and an agent who 
have heterogeneous beliefs? but no problem of 
moral hazard. ; 

The Hagerty & Siegel (1988) and Amershi & 
Butterworth (1988) results obviously call into 
question the ability of empirical research to test 
the results of agency analysis and to distinguish 
between the different demands for observed 
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executive compensation contracts. These pap- 
ers indicate that observing the form of the con- 
tract alone, without any additional information, 
may not enable the observer to infer the econ- 
omic environment which gave rise to the con- 
tract. That is, in these situations, the researcher 
would have to already know what the reason for 
the contract was before he or she could empiri- 
cally test whether the observed contract effi- 
ciently fulfilled its purpose. 

One way to know whether observed contracts 
are chosen to efficiently address specific agency 
problems is to actually create the environment 
in which the contract is being chosen. This is the 
approach used in experimental economics. Berg 
et al (1985a) sets up an experimental laborat- 
ory market made up of subjects acting as princi- 
pals and agents. Each agent is asked to choose 
some unobserved action from which he derives 
disutility. Each principal is asked to choose an 
employment contract for an agent, from a previ- 
ously specified set of feasible contracts. Berg et 
al (1985a) finds that the principals and the 
agents both act consistent with principal—agent 
results. Thus, this experiment provides direct 
evidence that agents act opportunistically but 
respond to their compensation plans, and that 
principals are aware of this and choose employ- 
ment contracts which efficiently mitigate this 
agency problem. 

Most management accounting textbooks em- 
phasize the use of Responsibility Accounting and 
the Controllability Principle as the basis for de- 
signing managerial accounting reporting and 
performance evaluation systems. However, 
Holmstrom (1979, 1982b) demonstrates the 
central importance of the Informativeness Con- 
dition as the basis for determining which signals 
should form the basis of principal~agent con- 
tracts.” In general, the Controllability Principle 
and the Informativeness Condition are not the 
same and can lead to different information sys- 
tem choices. Therefore, one test of the princi- 


7? Heterogencous beliefs exist when two individuals’ beliefs differ even though they have the same information. 

» The informativeness condition states that one costless public post-decision information system is strictly Pareto superior 
to a second, regardless of the preferences and beltefs of the principal and agents, if and only if the signals of the first system 
convey more information about the actions chosen by the agents than do the signals of the second system. The idea of more 
information as used here is that implied by the concept of statistical sufficiency as defined in statistics and decision theory. 
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pal—agent model would be to see which of these 
two rules has more descriptive validity. Berg 
(1988 ) conducts a laboratory experiment to test 
which principle is the better predictor for the 
signals on which subjects choose to base their 
contracts. The results indicate that while at first 
the subjects’ choice behavior is consistent with 
the Controllability Principle and not with the In- 
formativeness Condition, over time their choice 
behavior tends to converge to that predicted by 
the Informativeness Condition. Thus, after an in- 
itial period, the subjects behave in a way which 
is consistent with principal—agent results.’ 

In conclusion, empirical research based on 
data from naturally occurring situations has 
been successful in detecting a number of empir- 
ical regularities which are consistent with the 
agency framework, but less so in testing specific 


principal-agent results. However, the results 


have to be interpreted in light of the limitations 
of empirical research in this area which have al- 


ready been discussed. In addition, there are 


other inherent problems with research in this 
area. First, at best, an outside observer can typi- 
cally observe only the explicit parts of contracts. 
However, there is undoubtedly a great deal of 
discretion involved with the actual implementa- 
tion of most contracts. The use of discretion in 
compensation reduces what an observer can 
infer by looking only at written contracts. 
Further, the empirical studies cited are not 
based on examining managerial contracts but 
rather are based on estimates of compensation 
paid. But looking at just the payments ignores 
the provisions for the events that did not occur 
and hence ignores potentially important fea- 
tures of the contracts.** Another problem is that 
contracts in agency models are based on a 
specific set of signals, and it may be difficult to 
correctly specify and measure these crucial vari- 
ables given that the researcher is limited to ex- 
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ternally available data. Instead, the researcher is 
forced to assume that included in the available 
data set are surrogates for the signals used in the 
agency model and in the implementation of the 
actual contracts.” 

Thus empirical research based on data from 
naturally occurring situations has a number of 
formidable obstacles to overcome in testing im- 
plications of the agency model.” The experi- 
mental markets approach can address many of 
these issues because of the tighter experimental 
control which it can exercise. However, there is 
obviously a reduction in the richness of the con- 
text which can be analysed in an experimental 
laboratory market. Finally, empirical and experi- 
mental research cannot explain why we observe 
the observed empirical regularities; only the 
theoretical literature can do that. I therefore 
turn next to a discussion of recent theoretical 
results. 


RECENT DEVELOPMENTS IN THE 
PRINCIPAL-AGENT PARADIGM 


The papers to be discussed in the rest of the 
survey can be classified into two groups. The 
first group extends the principal—agent model to 
address some of the criticisms discussed earlier 
and to incorporate some of the features of the 
transaction cost economics model. While these 
papers do not directly deal with managerial ac- 
counting issues, they are nonetheless usefully 
discussed here for two reasons. First, some of 
these papers suggest potentially interesting uses 
and implications of management accounting 
procedures which are not brought out by previ- 
ous principal—agent models. Second, others pro- 
vide additional understanding of the principal 
agent model by addressing. some of the criti- 
cisms of the model which were mentioned earl- 
ier. Whether the ideas in these papers lead toa 
better understanding of the managerial account- 


`l Evidence from laboratory experiments by Berg et aL (1988) also support principal—agent results with respect to the value 


of communication when the agent is privately informed. 


* An alternative approach adopted by Walsh & Stewart (1988a, 1988b) is an archival approach in which one firm's written 


compensation contracts over time are analysed. 


3 The Antle & Smith (1986) and Lambert & Larcker (1987) studies are subject to this problem. 
H Jensen (1983) discusses some other difficulties with conducting formal tests of hypotheses dealing with organizational and 


contractual forms. 


, 
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ing process must await future research which 
applies them to managerial accounting issues. By 
mentioning them here, I hope to encourage such 
future research. These papers are discussed in 
this section. The second group of recent princi-, 
pal—agent papers, which more directly address 
management accounting issues, is discussed in 
the fifth section. 


Court enforcement and contract incomplete- 
ness 

Two major differences between the princi- 
pal—agent and transaction cost economics 
paradigms are the extent to which contracts are 
assumed to be complete and courts are assumed 
to be efficient in enforcing contracts. One of the 
encouraging recent developments has been the 
response of principal—agent theorists to some of 
the objections and insights of transaction cost 
economics related to these differences. The next 
three subsections survey some of these princi- 


pal—agent papers.°° 


Contract enforcement by courts. Recall that 
the principal—agent model assumes that courts 
can costlessly and accurately enforce all con- 
tracts. What happens to the form of the optimal 
principal—agent contract and the optimal agent 
action choice when we continue to allow for 
complete. contracts but assume that the courts 
do not prevent the contracting parties from re- 
negotiating their contract at a later date? 
Further, what is.the cost incurred when re- 
negotiation is allowed? 

Fudenberg & Tirole (1988) examines these 
issues in the typical principal—agent problem in 
which the agent derives disutility from his action 
choice. However, unlike in the usual agency 
model, the principal and agent are allowed to re- 
negotiate the contract once, after the action 
choice but before the outcome occurs. Because 
the contracts are still complete, any contract 
which the principal and agent could agree to at 
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the time of renegotiation could be agreed to 
before renegotiation. Therefore, there is no loss 
of generality in restricting attention to renegoti- 
ation-proof contracts. Pudenberg & Tirole 
(1988) first shows that the only agent action ` 
strategies which can be induced in this environ- 
ment are (1 ) the one in which the agent chooses 
the minimum effort and (2) randomized strate- 
gies. It further establishes that for a large class of 
problems the cost of implementing any given 
supportable agent-effort strategy is the same 
with and without court enforcement of the con- 
tract. In these cases, dropping court enforce- 
ment of contracts does not change the way that 
(or the cost at which) given agent strategies are 
induced. It only changes which a aa can be 
induced. 


Contract incompleteness and renegotiation. 
Principal—agent research has also recently 
begun to analyse the effect of contract incom- 
pleteness on the design of contractual relation- 
ships. These models assume that the incomplete- 
ness arises, not because of bounded rationality; 
but because some states of the world or output, 
while jointly observable, are not verifiable to 
outsiders and hence cannot be contracted on 
(for example Green & Laffont, 19884, 1988b; 
Hart & Moore, 1987; Riordan, 1987). 

With incomplete contracts, the demand for 
renegotiation arises for different reasons than it 
did in the Fudenberg & Tirole (1988 ) model. Re- 
negotiation occurs in Fudenberg & Tirole 
(1988) because, even with complete contracts, 
after the agent has chosen his action but before 
any new information occurs (such as the out- 
come realization ), risk sharing can be improved 
by changing the contract.** Renegotiation oc- 
curs with incomplete contracts when, sub- 
sequent to the original contract agreement, an ` 
event occurs which was not specified in the orig- 
inal contract and for which no action or reward 
has been agreed upon. Renegotiation is valuable 


oy ie T abel there all esanari panapat racie okan nay bei Chem aeaa ol e 
economics research, This merely illustrates the point that parts of the two literatures are starting to overlap. 
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his action. 
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at that point if it improves how the individuals 
would otherwise respond to the uncontracted 


for event. 
Hart & Moore (1987) and Green & Laffont 


(1988a) address the basic issue of interest in 
transaction cost economics, the effect of incom- 
plete contracts on the ex ante investment in re- 
lationship-specific assets, but in a more formal 
way than has been done in the transaction cost 
economics literature. With incomplete con- 
tracts, it is no longer true, as in Fudenburg & 
Tirole (1988), that without loss of generality we 
can restrict ourselves to renegotiation-proof 
contracts. It may be optimal to allow for re- 
negotiation to occur when uncontracted for 
contingencies arise. Hart & Moore (1987) and 
Green & Laffont (1988a) demonstrate condi- 
tions under which the design of the ex ante con- 
tract can affect this ex post renegotiation game 


and can mitigate the ex ante investment ineffi- 


ciency arising from the incompleteness of the 
contract. 


The incorporation of incomplete contracting ' 


within a principal—agent model raises an in- 
teresting managerial accounting issue. It seems 
reasonable that the earlier choice of managerial 
accounting procedures could affect the re- 
negotiation game that takes place when uncon- 
tracted for contingencies arise. For example, 
one’s leverage in renegotiation may depend on 
what information is common knowledge or 
more generally on the distribution of informa- 
tion among the negotiating parties. This distribu- 
tion of information can obviously be affected by 
the earlier choice of managerial accounting pro- 
cedures (i.e. the design of the variance analysis 
procedures, monitoring system and budgeting 
system). Therefore, admitting the possibility of 
incomplete contracts and allowing for renegoti- 
ation as a way of dealing with contract incom- 
pleteness introduces a new strategic element in 
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the choice of managerial accounting procedures 
that has been ignored in principal—agent models 
to-date. 

Such strategic considerations about the dis- 
tribution of information may provide a partial 
explanation for why, in muiti-division firms in 
which the divisions’ performances are stochasti- 
cally related, we often observe a division man- 
ager’s performance evaluated on the basis of his 
own division’s profit, and possibly corporate 
profits, rather than, as predicted by the princi- 
paLagent model (Baiman & Demski, 1980; 
Holmstrom, 1982b), on the full vector of divi- 
sional profits. In these cases, it may be that cor- 
porate headquarters anticipates the possibility 
of having to renegotiate agreements with divi- 
sional managers (about budgets, resource allo- 
cation, compensation, transfer prices, etc.) and 
decides that its bargaining position would be im- 
proved by denying each division manager direct 
access to information about the performance of 
the other divisions. This would allow corporate 
headquarters to selectively reveal this informa- 
tion during any renegotiation. The cost of doing 
so, however, is that a division manager’s per- 
formance evaluation and compensation cannot 
be based on information, such as the perform- 
ance of the other divisions, to which he does not 
have access. The improvement in corporate 
headquarter’s strategic bargaining position ac- 
complished by reducing each division manager’s 
direct knowledge about the performance of the 
other divisions, may more than compensate for 
the reduction in motivational and risk-sharing 
benefits from basing divisional performance 
evaluation on own-divisional profit rather than 


‘on the vector of divisional profits. 


Contract incompleteness and reputation. 
Because most principal—agent research has as- 
sumed complete contracting, reputation,’ with 


37 Reputation has been used in two different ways in the literature. Both uses are based on observations by others of an 
individual’s actions or the results of his actions. The first way in which reputation is used is with respect to other’s beliefs as 
to whether an individual possesses an inberent characteristic or type over which he has no control, but which affects his 
payoff function or utility for payoffs. For example, an individual may have a reputation for being a tough competitor (one who 
enjoys winning independent of its monetary effects), a condition over which he has no control. For reputation in this sense 
. to be of interest, an individual must have private information about his type, and his past behavior must be useful to others 
in making inferences about his type. Much of this work is based on Kreps & Wilson (1982). In this section, reputation is used 
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its potential for disciplining behavior in a multi- 
period setting, has been largely ignored.’ As a 
result, principal—agent research has often been 
criticized for not paying attention to the effect of 
one’s action choice on one’s reputation for trust 
and fairness. Allowing for jointly observable but 
unverifiable information and incorporating in- 
complete contracts in a multiperiod setting al- 
lows concerns for trust and fairness and more 
generally reputation to endogenously arise. It is 


interesting that, as noted earlier, transaction cost. 


economics, which is based on incomplete con- 
tracting, has also not extensively exploited the 
potential disciplining role of reputation as a sub- 
stitute for or complement to formal governance 
Structures. 


Transactions between “reputable” individuals ` 


can be more efficiently accomplished than be- 
tween those without such reputations by reduc- 
ing the cost of collecting information as well as 
the cost of writing contracts and by increasing 
the set of supportable actions. Note, however 
that building up and maintaining a reputation is 
efficient only if it allows one to engage in future 
transactions which earn an above average rate of 
return.” For otherwise, the cost associated with 
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losing one’s reputation would not be sufficient 
to dissuade a reputable party from acting oppor- 
tunistically. In the case ofa firm in which a super- 
visor has discretion over how to reward.an agent 
when uncontracted for contingencies arise, the 
supervisor will act “fairly” if doing so increases 
his future opportunities to earn excess returns. 
In an interesting and far-ranging paper, Kreps 
(1984) summarizes this literature and advances 
the view that firms are essentially reputation 
bearers and that corporate culture is a vehicle 
for establishing and maintaining that reputation. 
Introducing incomplete contracts and reputa- 
tional considerations has a number of potentially 
interesting managerial accounting implications. 
All principal—agent based managerial account- 
ing research has taken a complete contracting 
perspective. As a result, this research has viewed 
managerial accounting procedures as producing 
inputs solely for use in explicit incentive con- 
tracts rather than for use in a reputation generat- 
ing process. Thus this research has ignored an 
observed use for managerial accounting infor- 
mation and the implications which this use may 
have for the design of managerial accounting 
procedures. The design of explicit incentive 


in a second way. Here reputation has to do with others’ beliefs, based upon an individual's history of actions, as to whether 
he will choose to act in a certain way in the future. How others believe he will act in the future influences how they will act 
in the future which influences his payoff from acting in that way vs some other way. To illustrate, assume that two people are 
playing an infinitely repeated Prisoners’ Dilemma game with known payoffs. Assume that they would both be better off by 
acting cooperatively. Further, assume that individual B announces that he will play cooperatively as long as individual A 
maintains a reputation for playing cooperatively. This reputaticn is built up and maintained by always being observed to have 
played cooperatively. B also announces that he will take the ncncooperative action forever once A acquires a reputation for 
acting noncooperatively. A would acquire such a reputation by once being observed to have acted noncooperativety. Thus 
A’s past behavior established his reputation, and B bases his action choices on A’s reputation. Notice that reputation is based 
on A’s fointly observed action. If a contract between the two individuals could be written on their verifiable action choices, 
then there would be no need for reputation; B’s punishment strategy couki be built directly into the contract. Therefore, for 
reputations to be valuable in this second sense, the parties must not be able to write contracts on the information on which 
the reputation is being built (for example, A’s behavior may be jointly observable but not verifiable). Reputational uses of 
information and contractual uses of information differ in terms of the extent to which players can precommit to those uses. 
If an enforceable contract could be written based on the A’s past actions (i.e. the contract was complete with respect to 
observations of A’s actions), then B would be obligated to act noncooperatively forever if he once observed A acting 
noncooperatively. If observations of A’s past behavior could not be written into a contract but could be used as a basis for 
B’s action choice (Le. the contract was incomplete with respect to observations of A’s actions), then B would implement the 
punishment strategy once he has observed A act noncooperatively only if it was then in B's best interest to do so. In this latter 
case, B’s use of A's history of action choices is discretionary. 

38 See Fama (1980) and Holmstrom & Ricart-Costa (1986) for exceptions. However, they use reputation in the first sense 
discussed in the previous footnote (Le. the market's belief as to one’s type) rather than in the second sense, which is how it 
_ is used in this section. 

® Recall Wolfson's (1985) evidence that a general partner's reputation is impounded in the offering price of his new oil and 
gas partnerships. 
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contracts and managerial accounting proce- 
dures in a world of incomplete contracts in 
which discretion arises and reputational consid- 
erations come into play may be quite different 
from those which we have derived so far, based 
on a world of complete contracts. 

The above analysis raises additional questions. 
When would agency costs be mitigated by giving 
the supervisor (or principal) the right to exer- 
cise discretion in the performance evaluation 
and compensation of the agent? What are the in- 
dustry, competitive, informational and produc- 
tion function characteristics which influence 
the decision as to how much discretion to allow 
the supervisor? Are the characteristics of the 
managerial accounting system different for firms 
which allow different amounts of discretion to 
supervisors? What are the different characteris- 
tics of the information on which explicit con- 
tracts are based and on which discretion is 
based? All of these are interesting issues for 
which both theoretical and empirical research 
are required. 

So notice that this recent theoretical work 
dealing with incomplete contracts, renegotia- 
tion and reputation, while not addressing man- 
agerial accounting issues, does have potential 
implications for managerial accounting re- 
search. In particular, it suggests demands for 
managerial accounting procedures and implica- 
tions that have previously been overlooked in 
the literature. 


Ibe complexity of contracts — 

One of the major criticisms of the principal- 
agent model is that the contracts derived are 
seemingly more complicated and more sensitive 
to the underlying technical parameters than 
those observed in practice.” This, of course, 
raises the issue of the descriptive validity of the 
model. A number of recent principal—agent pap- 
ers have attempted to address this complexity 
issue. 

Linear contracts. Linear incentive schemes 
are both simple and observed. Holmstrom & Mil- 
grom (1987) shows that, by enriching the 


strategies available to the agent, but without im- 
posing any cost of complexity or cost of contract 
design, one can construct models in which com- 
pensation schemes which are linear in time 
aggregated accounts are optimal. Paradoxically, 
a very complex model is needed to produce the 
optimality of this simple linear scheme. 

Menus of linear contracts have also been 
shown to be optimal in some models in which 
the agent has private state information at the 
time that the employment contract is negotiated 
(Laffont & Tirole, 1986; Melumad & Reichels- 
tein, 1989). However, Rogerson (1987) shows 
that the class of problems for which linear con- 
tracts are optimal is probably not large. Further, 
what the above papers find is the optimality ofa 
menu of linear contracts where there are an infi- 
nite number of entries in the menu (one for 
every state realization ). That is, while each entry 
of the contract is simple, the number of entries 
make the menu of contracts quite complicated. 


Multiperiod contracts. Work by Lambert 
(1983) and Rogerson (1985) show that in re- 
peated agency contexts, long term contracts 
have memory and hence may be quite different 
from (and much more complicated than ) a sequ- 
ence of already complicated one period con- 
tracts. However, Fudenberg et al. (1987) shows 
that the gains from long term contracting in the 
Lambert and Rogerson models are primarily due 
to the restrictions on the agent’s ability to bor- 
row and save. The multi-period nature of these 
contracts is used to substitute for the self-insur- 
ance that would be available to agents if they 
were allowed access to the capital markets. 

"In particular, Fudenberg et al. (1987) shows 
that if (a) principal and agent preferences over 
future contracts are common knowledge (for 
example there is no private state information ); 
(b) the utility possibility frontier generated by 
the set of incentive efficient contracts is down- 
ward sloping; and (c) the employee is able to 
borrow and save at the same rate as the principal, 
then long term contracts will be no better than a 
sequence of one-period contracts. Thus, in 


However recall the response to this criticism in the second section. 
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multiperiod settings satisfying these situations, 
the complexity of optimal contracts is no greater 
than the complexity of single period contracts. 


The use of cardinal vs ordinal measures of 
performance. The above papers look at condi- 
tions under which optimal contracts take a sim- 
ple form, without exogenously restricting the 
contract to be of that simple form. Obviously, 
one reason for simple contract forms is that 
there is a cognitive and information processing 
cost to contract complexity. One approach to 
deriving simpler contract forms which are pre- 
sumably more consistent with observed con- 
tracts, is to incorporate a contract design cost 
within the agency model. Unfortunately, the 
form of that cost is not well-understood. Another 
approach to simplifying principal-agent con- 
tracts is to exogeneously restrict the form of the 
contract or how information is used within the 
contract. An example of the latter is the use of or- 
dinal (relative ranking) measures of perform- 
ance rather than cardinal (absolute) measures. 
Such schemes, called tournaments, are used, for 
example, in rewarding salespeople based on 
their relative, rather than absolute performance. 

Tournaments have been the subject of much 
work (see Mookherjee (1988) for a summary of 
this literature). One of the problems with tour- 
naments is that the agents have a strong and ob- 
vious incentive to collude against the principal 
but no incentive to help each other, even if their 
absolute performance could thus be improved. 
However, an advantage of tournaments is that 
they provide the principal with less of an oppor- 
tunity to not honor the contracts when verifica- 
tion is difficult. This is because the total amount 
of compensation paid out in a tournament, un- 
like in other compensation schemes, does not 
vary in the performance of the individuals. 
Hence checking that the principal has complied 
with the contract should be easier in tourna- 
ments than in other types of incentive schemes. 

One commonly observed example of tourna- 
ments is promotion-based incentives where an 
individual’s compensation depends solely upon 


STANLEY BAIMAN 


his position in the hierarchy. The only direct in- 
fluence which measured performance has on 
compensation is through its effect on job promo- 
tion. In fact, Baker et al (1988) claims that 
promotion-based incentives are more prevalent 
than performance-based incentives at lower 
levels of the firm.. An unresolved issue is why in- 
centive compensation systems which seemingly 
use Only a subset of the available data, like tour- 
naments and promotion-based incentives, are so 
prevalent.*! 


The strategic aspects of contract choice 

Most principalagent research has ignored 
the indirect effect which the choice of the 
agent’s compensation plan can have on the other 
participants operating in the product, capital 
and the labor markets. This. is because they 
assume that the firm is playing a game against 
nature, or is operating in a market where it is so 
small that its actions have no effect on the 
actions of its competitors. However, Fershtman 
& Judd (1984, 1986), Fershtman et al (1987) 
and Sklivas (1987) study the agent contracting 
problem in a situation in which a small number 
of agent-managed firms compete in the same 
output market. They derive two interesting and 
related implications of agent-managed firms 
competing in the same product markets rather 
than playing games against nature. First, they de- 
monstrate that the optimal agent contracts de- 
rived under these two different assumptions are 
different. Second, as a result of the differences in 
these contracts, they show that the agent (or 
firm) behavior which is induced in these two 
situations is significantly different. These results 
arise because once you allow for competition 
among firms, the choice of agent incentive con- 
tracts takes on strategic implications which are 
ignored in principal—agent models in which the 
firm plays a game against nature. The strategic 
implications of agent contracts can be illustrated 
for the following scenario. 

First, assume a market in which two separately 
owned firms operate. Next, assume that each 
owner delegates his firm’s operations to a diffe- 


“| See the section labelled “Partial equilibrium labor markets” for. one possible explanation. 
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rent agent; each owner precommits to his 
agent’s compensation contract; and each agent 
knows the other agent’s compensation contract. 
Now each agent’s compensation depends upon 
his performance, which depends upon his com- 
pensation contract, his action choice and the 
action taken by the other agent, which is affected 
by the latter’s compensation contract. There- 
fore, each owner’s choice of compensation con- 
tract affects not only his agent’s actions but also 
the actions of the otber firm’s agent. This is the 
strategic aspect of contract design. That is, each 
owner designs his agent’s contract to not only 
manipulate his agent’s incentives but also to 
manipulate the other firm’s agent’s incentives. 
The latter consideration in designing compensa- 
tion contracts is, of course, absent in models in 
which the firm is playing a game against nature. 
Therefore, one would expect that the employ- 
ment contracts in the two situations are quite 
different. 

In summary, factoring in the strategic effects 
of contract design forces the principal to adopt 
contracts and induce agent behavior which may 
be quite different from those in which this 
strategic effect is ignored. One might expect 
managerial accounting systems (which are de- 
signed, in part, to support the employment con- 
tracts) to also be sensitive to the extent of com- 
petition in the product markets. It would be in- 
teresting to derive such a theoretical relation- 
ship and then test it cross-sectionally for a sam- 
ple of industries. The insight provided by Fer- 
shtman & Judd (1984, 1986), Fershtman et al 
(1987), and Sklivas (1987) must also cause us to 
reassess some past empirical tests of principal— 
agent results. For example, the tests conducted 
by Antle & Smith (1986) and Lambert & Larcker 
(1987), which were discussed earlier, were with 
respect to results derived from models which as- 
sumed that the firm competed against nature. 
But the tests were conducted on data from 
agent-managed companies which competed 
against other agent-managed companies. 


Parttal equilibrium labor market 
As mentioned above, most of the principal— 
agent literature ignores the strategic effects that 
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contract choice can have on the product, capital 
and Jabor markets. In the same way, most of the 
literature has ignored the effect that the labor 
market can have on the design of the employ- 
ment contract and on the underlying agency 
problem itself. 

Fama (1980) asserts that the agency problems 
of management are mitigated by the effect of 
reputation on one’s market wage. He goes so far 
as to state that a concern for reputation alone 
will take care of any deviant incentives; there is 
no need for explicit incentives. Holmstrom 
(1982a) formalizes Fama’s model and finds that 
while reputational considerations may mitigate 
agency problems, they are, in general, not strong 
enough to eliminate them. Holmstrom’s results 
are consistent with the empirical results of 
Wolfson (1985 ) which were cited earlier. 

In fact, Holmstrom & Ricart-Costa (1986) 
shows that the operation of the labor market 
may actually serve as the source of agency prob- 
lems rather than as a way of mitigating them. 
Assume that an agent is risk-averse but work- 
neutral and must pick an investment project 
which will generate outcomes over a period of 
time. Further, assume that the agent has an abil- 
ity type which is unknown both to himselfand to 
the labor market. If the agent could precommit 
to lifetime employment with the firm (or equiva- 
lently, if the labor market could be ignored), 
then the cooperative solution could be achieved 
by paying the work-neutral agent a constant 
wage. However, without such precommitment, 
the labor market will use the outcomes of the in- 
vestment chosen by the agent as signals about 
the agent’s type and will revise his market wage 
accordingly. As a result, the agent will choose an 
investment that maximizes his human capital re- 
turns while the principal wants the agent to 
maximize the financial value of the firm. It is the 
operation of the labor market which has created 
the agency problem. 

Introducing the labor markets into the princi- 
pal—agent model also has implications for the de- 
sign of managerial accounting procedures. It is 
often observed that agents are evaluated on the 
basis of information which is coarser than that 
potentially available to the firm. The use of 
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promotion-based incentives discussed earlier is 
one example of this. Another example is one in 
which individuals are evaluated and compen- 
sated depending upon whether they are rated to 
be in the, say, top third, middle third or bottom 
third of their peer group. If managers have a finer 
partitioning than this, why would the firm not 
use this finer partitioning to evaluate its work- 
ers? One reason is suggested by the Holmstrom 
& Ricart-Costa (1986) model. By basing an 
agent’s evaluation on finer information, the firm 
can improve the agent’s motivation. However, 
by basing the agent’s evaluation on finer infor- 
mation, the firm is allowing the market to use 
that performance evaluation to better revise the 
agent’s opportunity wage. To the extent to 
which this increases the agent’s opportunity 
wage, the firm must increase the amount paid for 
' the agent’s services now and in the future. 
Thus the firm may design its performance 
evaluation information system (including 
budgets, variance analysis procedures, cost allo- 
cation methods) in order to trade-off its incen- 
tive effects with its future wage effects. This 
reasoning is also consistent with the use of 
promotion-based vs performance-based incen- 
tives. Thus, as before, expanding the principal— 
agent model to include the effects of markets can 
raise additional implications for the choice of 
managerial accounting performance evaluation 
systems and offer possible explanations for the 
use of observed managerial accounting perform- 
ance evaluation systems. 


RECENT THEORETICAL PAPERS WITH 
MANAGERIAL ACCOUNTING IMPLICATIONS 


In this section I discuss some of the recent 
principal—agent papers which model more di- 
rectly managerial accounting issues. 


The value of monitoring 
Much of the managerial accounting related 
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principal-agent research has dealt with the 
value of monitoring. A number of recent papers 
have extended this area and have given us addi- 
tional insight into the optimal design of monitor- 
ing systems. For example, most of the value-of- 
monitoring literature has assumed a fixed 


- monitoring technology whose quality is exogen- 


ously given. However, recently Kumar (1989b) 
and Suh & Kim (1989) allow the quality of the 
monitoring system to be a decision variable. 
Kumar (1988b) studies an agency model of 
the firm in which the principal invests in a pro- 
duction process under the control of a manager. 
The manager is privately informed as to. the 
firm’s capital productivity. The agent can report 
to the principal on the productivity realization 
and can divert some of the principal’s invest- 
ment from production to personal (non- 
pecuniary) consumption. The principal can im- 
perfectly monitor the amount of investment 
which has been diverted. The principal must de- 
cide on both how much to invest in the firm’s 
production process and how much to invest in 
the monitoring system. Kumar (1989b) finds 
that the principal will invest more in monitoring 
and base the agent’s compensation more heavily 
on the monitoring signal when the agent com- 
municates a low productivity state. When the 
agent reports a high productivity state, the prin- 
cipal will invest less in monitoring and base the 
agent’s compensation more on the observed 
output. The reason is that with low productivity, 
and compensation based solely on output, the 
agent sacrifices less pecuniary compensation by 
diverting the resources to nonpecuniary con- 
sumption. To avoid this diversion of resources 
the principal must give the agent a larger share of 
the output. Hence motivation through incentive 
schemes based on output alone is costly in low 
productivity states. This creates a demand for 
monitoring. For high productivity states, a smal- 
ler share of output as compensation can increase 
the agent’s preference for the productive invest- 
ment. Hence the value of monitoring is less for 


t Ina related model, Harris & Holmstrom (1982) finds conditions under which the optimal compensation contract increases 
when the agent’s outside opportunity wage goes up, but docs not go down when the agent’s opportunity wage goes down. 
In this case, the cost of providing the labor market with information about the agent’s performance becomes even greater. 
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high productivity states. Further, with monitor- 
ing the principal incurs a lower investment dis- 
tortion in providing the agent incentives for 
truthful revelation, i.e. monitoring and capital ra- 
tioning become substitutes in terms of inducing 
truthful revelation. 

Suh & Kim (1989) also analyses the monitor- 
ing problem and allows for costly conditional 
monitoring but in a slightly different context. 
They start with a standard principal agent model 
in which the investment in production is fixed, 
there is a moral hazard problem with respect to 
the agent’s action choice, but the agent does not 
possess superior state information. As in Kumar 
(1989b ), Suh & Kim (1989) allows the principal 
to invest in a monitoring technology. However, 
Suh & Kim (1989) allows the principal to pre- 
commit to a monitoring investment policy 
which is conditional on the observed outcome. 
Suh & Kim (1989) finds conditions under which 
the optimal investment policy is decreasing in 
the observed outcome. That is, the lower the 
outcome, the more money is spent on monitor- 
ing the agent’s action and the more accurate the 
monitoring. Hence monitoring is being used as a 
penalty rather than as a reward. 

In the monitoring literature, the usual assump- 
tion has been that either the principal is able to 
monitor the agent’s private state information 
(e.g. Gale & Helwig, 1985; Townsend, 1979) or 
the agents private action information (e.g. 
Baiman & Demski, 1980; Dye, 1986). In a model 
in which the agent has both private state infor- 
mation and action information Kumar (1989a) 
allows the principal to choose between what is 
to be monitored. In his model, the monitoring 
decision is contingent on both the outcome 


realization and the communicated state realiza- 


tion. Assuming that the cost of monitoring either 
the state or the action is fixed and the same, he 
shows first that, regardless of whether the state 
or the action is monitored, the monitoring will 
be low tailed with respect to the outcome reali- 
zation. Second, with respect to the agent’s state’ 
realization report, actions will be monitored 





when the agent communicates that he is in a 
high productivity state and the state will be mon- 
itored when the agent communicates that he is 
in a low productivity state. The reason is that 
high efficiency types have an incentive to an- 
nounce low efficiency and then take low effort. 
This is mitigated by monitoring the. state when 
low efficiency is announced. Conversely, with 
high announced efficiency, it is important to 
check that the agent has taken the proper action. 

An interesting question related to monitoring, 
is whether the gross returns to monitoring are al- 
ways concave, as they are assumed for other in- 
puts, or whether they can be convex.” Singh 
(1985) and Baiman et al (1988) show that for 
models of moral hazard and joint moral hazard/ 
adverse selection, respectively, there can be 
convexities in the value of monitoring informa- 
tion. 

As noted earlier, one of the basic findings of 
principal—agent research is that, as a result of 
agency problems, often the best that the princi- 
pal can do is to distort production, risk sharing 
and wealth allocation from first best. For 
example, when an agent has private state infor- 
mation, it may not be efficient for the principal 
to design a contract which eliminates all of the 
rents which the agent earns on his private infor- 
mation or one which induces the agent to imple- 
ment the same production rule as he would if his 
private information were publicly available. 
Baiman et al (1988) studies how improvements 
in a monitoring system’s ability to detect lying 
by a privately informed agent affect the size of 
the production distortion and the rents earned 
by the agent on his private information. One 
might suspect that the principal would always 
use an improvement in the ability of the monitor 
to detect lying by the agent about his private in- 
formation to capture some of the agent’s rents, 
thereby recucing them. However, Baiman et al 
(1988) finds that as the ability of the monitor to 
detect the agent’s private information improves, 
the optimal solution is sometimes to increase 
the agent’s rents to his private information. The 


‘3 The gross returns to monitoring are concave (convex) if improvements in the monitoring system increase the gross value 


to the agency at a decreasing (increasing) rate. 
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reason is that, sometimes, by increasing the 
agent's rents as the monitoring system improves, 
the principal is able to reduce the production 
distortion by an even greater amount. 

Finally, Riordan (1987) addresses the value of 
monitoring in a two-period principal—agent 
model in which the contracts are constrained to 
be incomplete by the assumption that the princi- 
pal cannot precommit to a two-period contract. 
He finds that the principal is not always better off 
by monitoring in the first period, even if the 
monitoring is costless. The reason is because the 
principal cannot precommit to how hè will use 
the information in the second period. The agent 
anticipates that the principal will use the infor- 
mation opportunistically in the second period, 
and this negatively affects the agent’s first period 
action. 

The Riordan (1987) analysis is potentially in- 
teresting for two reasons. First, it again raises the 
point that the role and value of managerial ac- 
counting may be subtly different with incom- 
plete contracts than it is with complete con- 
tracts, which is the way in which we are used to 
addressing the issue. In particular, it points out 
the connection between the use and value of 
monitoring and the contract length. It would be 
an interesting empirical study to see if differ- 
ences in the observed use of monitoring systems 
are related to differences in observed contract 
length. Second, it emphasizes that agents are not 
the only ones whose behavior is subject to op- 
portunism.. Principals, when given the chance 


will also act opportunistically. However, almost. 


all principal—agent research has assumed that 
any choices made by principals are verifiable, 
can be contracted on, and hence are not subject 
to moral hazard. 


Income manipulation 
A stylized fact that has been around for a long 
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time is that managers tend to smooth, or more 
generally manipulate, reported income. Healy 
(1985) provides evidence that management's: 
choice of financial reporting method appears to 
be influenced by its compensation contract. This 
result raises two issues. Given that a principal 
(or superior ) has decided to delegate the choice 
of the outcome reporting method to an agent (or 
subordinate ), why would the former find it in his 
best interest to design a compensation package 
which induces this kind of manipulative be- 
havior by the latter? Second, why would it be in 
the principal’s best interest to delegate the 
choice of the outcome reporting method to the 
agent? The first issue is addressed in this section 
while the second is addressed in the next sec- 
tion. 

Lambert (1984) and Ramakrishnan (1988) 
deal with real income smoothing, which in- 
volves the choice of production decisions which 
result in smooth income. But the issue in ac- 
counting is the smoothing of reported income 
numbers. This, of course, involves a situation in 
which the agent is privately informed of the true 
outcome realization and misreports it to the 
principal 

If the explanation is based on the agent having 
private information, then the Revelation Princi- 
ple and a focal point argument could be used to 
argue that one would tend not to see smoothing 
or manipulation of the reported income number 
by the agent. Instead, it is more likely that the 
principal would induce truth-telling from the 
agent and perform the smoothing himself.“ 
However, for the Revelation Principle to work it 
is necessary that: (a) all individuals who receive 
messages from the privately informed agents can _ 
credibly commit to how they will use the mes- 
sages; (b) the privately informed agents are 
physically able to communicate all of their infor- 
mation if they choose to do so and; (c) there are 


“ The Revelation Principle shows that, under certain conditions, any equilibrium in which the agent-is induced to misreport 
can be achieved by one which induces the agent to report honestly. The intution is that if the principal can precommit to 
garble the agent’s message in exactly the same way as the agent finds it optimal to garble the signal realization in the non-truth- 
telling equilibrium, then the agent's best message strategy is to tell the truth. This does not mean that we would expect to 
observe only truth-telling equilibria when the Revelation Princtple held. In such cases, all parties should be indifferent 
between a non-truthinducing equilibrium and its Pareto equivalent truth-inducing equilibrium. However, one can then 
argue that the truth-telling equilibrium would be chosen because it is a natural focal point. 
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no restrictions on the form of the contracts. If 
one or more of these necessary conditions does 
not hold, then the Revelation Principle does not 
hold and it may no longer be true that the de- 
sired equilibrium can be achieved by truth-in- 
ducing contracts. In this case, it may be optimal 
for the principal to induce the agent to mis- 
report the outcome. Therefore, one way to 
rationalize income smoothing, or more gener- 
ally income manipulation, based on the agent 
having private information, is to look at a situa- 
tion in which the Revelation Principle does not 
hold. 

This is the approach adopted by Baiman et 
al. (1987), Dye (1988) and Penno (1986).* 
The last two papers model a situation in which 
the Revelation Principle is not accessible 
because the dimensionality of the agent’s mes- 
sage space is assumed to be smaller than the di- 
mensionality of the agent’s private information. 
In addition Dye (1988) also points out that in an 
overlapping generations model, the Revelation 
Principle would not hold because the present 
generation of principals cannot precommit to 
the next generation of principals as to how they 
will have the manager report. The Baiman et al 
(1987) analysis is also based on an inability to 
precommit — but by the auditor. Baiman et al 
(1987) models a situation in which the agent 
privately observes the true outcome, issues an 
outcome report to the principal and a work-av- 
erse auditor is hired to audit the report. The 
paper demonstrates that there exists no equilib- 
rium in which the agent accurately and fully re- 
‘ports the true outcome, the auditor observes the 
agent’s report prior to auditing and the auditor 
expends the effort required to audit the re- 
ported outcome. The reason is that if the auditor 
observes the reported outcome and knows-that 
it is the truth, he has no incentive to work. He 
can just corroborate the report and avoid all ef- 
fort. But then the agent would not report the 
truth. As a result, the principal must induce the 
agent. to choose other than full and honest re- 
porting in order to get the auditor to audit. That 
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is, the principal must induce the agent to distort 
the outcome report in order to make it audita- 
ble. l 

Hence the principal-agent model provides 
several scenarios in which, given that the princi- 
pal delegates the choice of the outcome report- 
ing method to an agent, it is Pareto optimal for 
the principal to provide a compensation con- 
tract to the agent which induces the latter to 
misreport the results of the firm’s operations. 
The question still remains as to why the princi- 
pal would ever find it in his best interest to dele- 
gate the choice of the outcome reporting 
method to the agent. This issue is addressed in 
the next section. 


Delegating the choice of monttoring systems 

One reason why principals may find it in their 
best interest to delegate the choice of the firm’s 
outcome reporting method to agents is that they 
find it too costly to do otherwise. However, this 
is not a very helpful explanation. Recent princi- 
pal—agent analyses offer other, more substantive, 
explanations. 

Demski et al (1984) offers one explanation 
which is based on the agent having private infor- 
mation which the principal would find it valu- 
able to have. The principal may delegate the 
choice of outcome reporting method to the 
agent if that choice by the agent is observed; the 
choice signals his private information; and there 
is no other way for the agent to credibly convey 
that private information. 

This might be an explanation for those out- 
come reporting methods whose choices are ob- 
served by the principal (for example the choice 
of depreciation method or inventory accounting 
in financial reporting). However many choices, 
such as changes in estimates and expense vs 
capitalization decisions, are not observed by the 
principal. An explanation for the delegation of 
the choice of outcome reporting methods to the 
agent, which would deal with these unobserved 
choices, is offered in Baiman & Kumar (1989) 
and is based upon a principal—agent model with 


45 Again, it must be emphasized that it is not necessary for the Revelation Principle to not hold in order to observe 
misreporting. Hence, focusing only on situations in which the Revelation Principle does not hold in order to explain 
misreporting may result in not looking at some interesting situations involving misreporting. 
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double moral hazard. 

If the choice of the outcome reporting 
method is made at the end of the period and can- 
not be contracted on, as for example when it 
cannot be observed, then no matter who gets to 
choose it, it will be chosen opportunistically. 
That is, in deciding who should choose the out- 
come reporting method, the two alternatives are 
(1) the choice can be delegated to the agent 
with the knowledge that the agent will choose 
that method which maximizes his expected util- 
ity; (2) the choice can be made by the principal 
with the knowledge that the principal will 
choose that method which maximizes his ex- 
pected utility. In either case, the knowledge by 
the agent that the outcome reporting method 
choice will be subsequently chosen opportunis- 
tically, will have a negative motivational effect 
on the agent’s previous action choice, relative to 
the situation in which the outcome reporting 
method could be contracted on. The only issue 
then is whose choice of reporting method has 
less distortionary effects. Baiman & Kumar 
(1989) finds conditions under which there is 
less distortion, and hence both the principal and 
the agent are better off, when the outcome re- 
porting is delegated to the agent, than when the 
outcome reporting is delegated to the principal. 

Another possible explanation for the delega- 
tion of outcome reporting to management is of- 
fered by Penno (1988). He analyses a situation in 
which there exist many ways of monitoring the 
agent’s action, ie. many different available 
monitoring systems. The agent costlessly 
observes the signals from each of these systems 
but it is costly for the principal to do so. The 
principal has two monitoring strategies from 
which to choose. First, the principal may choose, 
at the start of the period, to subsequently receive 
the signal from one of these available monitoring 
systems. Alternatively, the principal can allow 
the agent, who has access to the signals of all of 
_ the available monitoring systems, to pick the 
monitoring system whose signal he most prefers 
to show to the principal and be evaluated on. 
The second alternative captures the situation in 
which an individual within firms is evaluated on 
the basis of information which he self-reports. 
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This second alternative can also be thought of as 
the principal delegating the choice of monitors 
to the agent. Penno (1988 ) then investigates the 
efficiency of delegating the choice of monitoring 
system to the agent who is being evaluated. He 
shows that for low levels of the organization, 
such delegation can be Pareto superior to the 
first alternative, achieving a near first-best (Le. 
cooperative) solution, where the agent’s con- 
tract is essentially a constant. This result is cer- 
tainly consistent with how low level workers in 
firms are compensated. 

The reason for the first-best result with dele- 
gation is that at low levels it is assumed that the 
monitors from which the agent can choose all 
produce independent and identically distri- 
buted signals; the number of monitors from 
which the agent can choose is large; and all 
monitors produce signals which are both verifi- 
able and correlated with the agent’s perform- 
ance. Hence, whatever signal the agent presents, 
the principal knows that all the other realized 
signals were less favorable. Therefore, if the 
agent provides a low signal the principal has a 
high degree of confidence (increasing in the 
number of monitors from which the agent can 
choose ) that the agent did not take the first-best 
action. In this case the principal can severely 
penalize the agent. Otherwise, the principal can 
pay the agent the first-best compensation. This 
will be enough to motivate the agent to take the 
first-best (i.e. cooperative ) action. 

At higher levels of the firm, it is assumed that 
the available information becomes more aggre- 
gated and that the number of monitors to choose 
from becomes smaller. Because the informa- 
tional environment is thus assumed to be less 
rich at higher levels of the firm, it is necessary to 
impose more risk on the agent in order to prop- 
erly motivate him. Again this compensation 
result is consistent with how higher level agents 
are compensated in firms. Further, Penno 
(1988) shows that even in the case in which the 
number of monitors to choose from is small (as 
at high levels of the firm), if the principal's 
choice is between precommitting to the choice 
of one monitor upon which to base the agent's 
compensation and allowing the agent to ex post 
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choose one monitor from a set of monitors after 
having observed each of their signals, as long as 
the choice of the agent’s monitor is observed 
and can be contracted on, it is optimal for the 
principal to delegate the choice of the monitor- 
ing to the agent. The reason for this result is es- 
sentially the same as before. The principal can’t 
be worse off, because he can always make the 
agent choose the monitoring system which he 
(the principal) would have chosen. Further, the 
. improvement comes from the fact that 
- whichever monitor and signal the agent 
chooses, the principal, by observing the monitor 
choice knows that all the other monitors must 
have produced less favorable signals. This addi- 
tional information can be used to reduce the risk 
imposed on the agent. 

Thus Penno (1988) provides another answer 
to the issue raised in the previous section of why 
principals find it in their best interest to delegate 
. the choice of monitors to the agents whose per- 
- formance is being evaluated. What is particularly 
interesting about the Penno (1988) paper, in ad- 
dition to the results, is that it hypothesizes diffe- 
rent characteristics for the informational envi- 
ronment at different levels of the firm and 
studies how that affects the design of the agents’ 
compensation plan. Of course, it is an empirical 
question whether the informational assump- 
tions hold. However, the approach taken in this 
paper is a step in the right direction for generat- 
ing testable hypotheses and for making the prin- 
cipal-agent model better reflect the organiza- 
tion of the firm. 


Cost allocation 

Probably the most often used and hardest to 
rationalize managerial accounting procedure is 
cost allocation. Baiman & Noel (1985) analyses 
a multiperiod agency model in which it is opti- 
mal to allocate a project’s capacity costs to an 
agent over time even though these costs are 
completely noncontrollable by the agent. This 
result is consistent with, for example, the ob- 
served use of depreciation in performance 
evaluation measures. In their model the agent 
can take long run or short run actions which are 
unobservable to the principal. Further, the 
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jointly observed present capacity cost contains 
information about future capacity costs which 
will be used by the principal to subsequently de- 
termine whether to continue operations or shut 
down. Given that the agent’s actions can have 
multiperiod effects depending upon the princi- 
pal’s subsequent investment decision, the prin- 
cipal’s subsequent decision becomes a produc- 
tivity parameter to the agent. At the time of the 
agent’s action choice, the best information avail- 
able about the principal’s subsequent invest- 
ment decision is the prior capacity cost realiza- 
tion. It thus conveys information about the ex- 
pected duration or expected productivity of the 
agent’s current action choice. The principal 
wants the agent to adjust his decision based 
upon the anticipated subsequent investment de- 
cision, and to do this the principal bases the 
agent’s compensation on the previous capacity 
cost realizations. Therefore the agent's compen- 
sation depends on the previous capacity cost 
realizations not because they are directly infor- 
mative about bis past actions but because they 
are informative about the principal’s future 
actions. 

One distinctive feature of cost allocation 
among units of a firm is that it sets up a zero-sum 
game with respect to those allocations among 
the units. That is, because it is historical cost 
which is being allocated, a dollar more allocated 
to one unit means a dollar less allocated to the 
other divisions. A natural question then arises as 
to why a firm would want to design a system 
which forces its units to play a zero-sum game, in 
accounting profits, among themselves. In a 
recent paper Rajan (1989) offers one reason. In 
a multi-agent firm, when one or more agents 
have private information, the Revelation Princi- 
ple assures that there is no loss of generality in 
restricting the choice of contracts for the agents 
to be from the set of contracts which induces 
truth-telling. The problem with the Revelation 
Principle in multi-agent settings is that a set of 
compensation contracts which induces truth- 
telling as an equilibrium may induce other, non- 
truth telling, equilibria as well. Further, one of 
these non-truth telling or non-obedient equilib- 
ria may make the agents strictly better off and 
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the principal strictly worse off than under the 
truth-telling equilibrium. Hence the principal 
would be interested in a way of eliminating these 
non-obedient equilibria. Rajan (1989) shows 
that by basing the agents’ compensation on the 
allocation of historical cost, and basing the allo- 
cation on the agents’ reports of their private in- 
formation, thereby introducing a zero-sum as- 
pect to their reports, these non-obedient 
equilibria can be eliminated with no loss of effi- 
ciency, leaving only the desired truth-telling 
equilibrium. 


Tbe distinction between performance measures 
and reward measures 

Managerial accounting is used to acquire and 
process information for performance evaluation 
purposes. In turn these performance evaluation 
measures are then used as inputs to the reward 
function to determine the agent’s compensation. 
As managerial accountants we are primarily in- 
terested in studying the performance evaluation 
function. 

However, the principat-agent model only sol- 
ves for the incentive function which is the com- 
position of the performance evaluation function 
and the reward function. In general, there may 
be many different performance evaluation func- 
tion/reward function pairs whose composition is 
the optimal incentive compensation function. 
Thus while the agency model views the firm at a 
more micro level than does traditional micro- 
economics, it is still not at a micro enough level 
to address the question of why we observe par- 
ticular performance evaluation measures or why 


compensation is in practice a two stage process: 


performance evaluation and reward. A further 
question is why many observed performance 
evaluation measures are linear aggregations of 
data. Performance evaluation on the basis of 


total profit, revenue or cost are the foremost 


examples. 


Banker & Datar (1989) addresses this issue in- 


a principal—agent model with a risk-neutral prin- 
cipal in which two post-action signals are gener- 
ated. They derive necessary and sufficient condi- 
tions for some (although not necessarily the 
same) linear aggregation of the two observed 


signals to be optimal for all agencies. Further, for 
a subclass of distributions for which some linear 
aggregation is optimal they are able to interpret 
the relative weight placed on each of the two sig- 
nals in terms of the sensitivity and the precision 
of the signals. Note that even though the per- 
formance measure is a linear aggregation of the 
signals, the optimal incentive contract may still 
be non-linear in the linear aggregate. This linear 
aggregation result is particularly. interesting 
because the class of distribution for which it 
holds is quite large. 


STRATEGIES FOR ENHANCING THE 
CONTRIBUTION OF THE AGENCY MODEL TO 
MANAGERIAL ACCOUNTING 


. Given my own specialized interest in the prin- 
cipal—agent model, this last section discusses 
how research based on that model can enhance 
its impact on managerial accounting. One of the 
recent developments whose future growth will 
enhance the impact of the’ principal—agent 
model is the integration of the transaction cost 
economics and principal—agent models. Trying 
to incorporate the ideas of incomplete con- 
tracts, transaction costs and even bounded ra- 
tionality into the more formal principal—agent 
model with force researchers in both branches 
of the ‘literature to define these concepts and 
analyse their sources more carefully. This should 
lead to better modeling of managerial account- 
ing problems. For example, one type of transac- 
tion cost is information processing and com- 
munication cost. ACcounting is concerned with 
how to aggregate information. Blackwell type 
results (Holmstrom, 1979, 1982b), which tells 
us that nothing is lost by aggregating information 
into sufficient statistics, are of limited usefulness 
because accounting systems would seem to go 
well beyond such limited aggregation. The obvi- 
ous reason for this is the cost to process and 
communicate information. Unfortunately, 
agency theory has not been able, as yet, to incor- 
porate information costs and complexity in its 
models. 7 E R 

However, the network mechanism literature 


AGENCY THEORY IN MANAGERIAL ACCOUNTING 


(Marschak & Reichelstein, 1987) does attempt 
to do this. This literature examines organizations 
in which there is asymmetric information, but, 
by assumption, no motivational problems. The 
objective of the literature is to design communi- 
cation systems which maximize the organiza- 
tion’s efficiency, including the cost of communi- 
cation. The cost of communication is usually 
measured in terms of the dimensionality of the 
messages between the organization’s units. I 
would conjecture that issues of cost of com- 
munication are as important in understanding 
the form of observed managerial accounting 
procedures as are issues of motivation. There- 
fore, incorporating both this information cost. 
perspective and the incentive perspective 
would get us closer to a more realistic model of. 
managerial accounting. 

Another way to enhance the impact of princi- 
pal—agent research on managerial accounting is 
to better coordinate it with empirical research. 
First and foremost: we need to exploit the data 
we already have and to collect more based upon 
what our results tell us are important variables. 
In the first case we can use some of the empirical 
regularities which have been found in the 
Rochester literature. As noted earlier, that litera- 
ture has been quite successful in detecting em- 
pirical regularities with respect to management 
behavior and executive compensation contracts 
but not in explaining why contracts of those 
forms are efficient. The principal—agent branch’s 
insistence on careful modeling and internal con- 
sistency can help to derive economic explana- 
tions for these stylized facts. The results ob- 
` tained based on these models can then be used 
to direct new empirical research. The income 
smoothing and delegation of accounting method 
choice topics discussed earlier represent a start 
in this direction. 

Coordinating principal—agent and field-based 
research could result in benefits to both areas. 
First, applying the principal—agent paradigm to 
the research question underlying the field study 
would sharpen the focus of the field study. 
Second, using the results of field based studies 


* This point is also made in Holmstrom & Tirole (1987). 
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could sharpen our principal—agent models. For 
example, while most people would agree that 
transaction costs probably do affect the design of 
managerial accounting procedures, the source 
and size of those costs are not well understood 
and documented. Field based research into the 
nature and size of these costs and the relation- 
ship between them and observed managerial ac- 
counting procedures would be of great help to 
agency theorists in trying to model transaction 
costs and integrate them into the principal— 
agent model. Further, agency research would 
also benefit from field-based research which 
studied the information characteristics of diffe- 
rent production functions in different industries 
and at different levels of the firm so that com- 
parative statics results from our theoretical mod- 
els could be compared to the data. Work such as 
Penno (1988)’s would benefit from such field- 
based research. 

Another approach to empirical validation of 
the agency model is to concentrate less on deriv- 
ing optimal compensation contracts and con- 
centrate more on more easily observed aspects 
of the firm. First, as noted earlier, the derived 
compensation schemes are complicated and 
sensitive to the techncial assumptions and, 
hence, not suitable for the kinds of comparative 
statics analysis which are useful for empirical 
analysis. Second, as noted earlier, most compen- 
sation packages tend to be subject to a great deal 
of discretion, especially when one factors.in job 
promotion. Therefore, it is not likely that we will 
ever see an actual fully specified and operational 
compensation package against which to com- 
pare our theoretically derived compensation 
scheme. As a result, more fruitful research might 
be devoted to variables which are more easily 
observed and for which better data may be avail- 


‘able. These would include investments and the 


design of accounting procedures such as var- 
iance investigation, budgeting, etc.* 

The information to be collected which has 
been suggested so far has been from either pub- 
licly available sources or from _ field-based 
studies. Data from experimental economics 
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laboratory studies based on the agency model 
can make a significant contribution to agency re- 
search in general and to managerial accounting 
specifically. I have already mentioned Berg et al 
(1985a) and Berg (1988) as examples of recent 
laboratory work which tests implications of the 
principal—agent pardigm. In addition laboratory 
experiments are ideal for helping to establish 
which of the many competing equilibrium con- 
cepts are descriptively valid (see Berg et al 
(1985b) for an example). In addition, one of the 
problems with analysing multi-agent firms is that 
the number of equilibria usually increases with 
the number of agents. The problem of coordina- 
tion then arises. Managerial accounting proce- 
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dures might be chosen as a way of establishing 
different focal points. -This idea could be tested 
in an experimental economics setting. 


In conclusion, the agency model has given us 
a coherent framework with which to analyse. 
managerial accounting issues. In the short 
period of time in which is has been used, it has 
generated a number of insights into the manage- 
rial accounting process. The recent progress in. 
both empirical and theoretical agency research 
has been especially impressive and I believe that 
it will allow us to increase the positive impact 
that agency research will have on managerial ac- 
counting. 
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THE ROLE OF BUDGETARY INFORMATION IN PERFORMANCE EVALUATION* 
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Abstract 


This paper provides a review of andie that focus on the use, of budgetary information. in performance 
evaluation. Our survey shows that studies have recognized that this information is used in a variety of ways. 
In addition, various psychological and behavioural effects of alternative uses as well as factors that give rise ` 
to a particular use have been identified. Notwithstanding this breadth of analysis, a critical review of the 
literature shows that in recent years theoretical development has been piecemeal, and there are instances 
of selective referencing and an uncritical acceptance of theory statements in related literature. More 
. generally, theoretical development has taken a secondary role to an emphasis on statistical analysis. Further, 
recent empirical studies tend to be method-driven in their selection of relevant phenomena and, in 
‘addition, include several characteristics that cause an uncoupling of the connection between theory 
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for future research. 


For nearly four decades, accounting researchers 


have examined the behavioural effects of 


budgetary control systems. An important area 
within this field focuses on supervisory style as it 


pertains to the use of budgetary information for. 


performance evaluation. These studies examine 
the effécts of supervisory style on a number of 
outcome variables including job related tension 
QRT), interpersonal relations, dysfunctional be- 
haviour and performance. 

While early studies (Argyris, 1952; Schiff & 
Lewin, 1968; Lowe & Shaw, 1968; Hofstede, 


1968) provided case evidence relating to this. - 


issue, it was not until the work of Hopwood 


(1973) that a more formal (statistical) analysis -- 


was undertaken. Hopwood’s concern for the 
generalizability of his results subsequently led 
researchers, beginning with Otley (1978), to 
adopt a contigency perspective. Such a perspect- 
ive, and an interest in design issues, has-also 
given rise to a related area of research which has 


investigated the determinants or antecedents of 
supervisory style. 

The aim of this papet is to critically analyse 
studies that have examined supervisory style. 
First, we provide an overview/summary of the 
relevant studies and then a critique of this litera- 


‘ture. Finally, we examine possible future de- 


velopments. 
LITERATURE REVIEW 

The studies of relevance to this review have 
identified a range of variables implicated in the 
use of budgetary information in performance 
evaluation. We have chosen to classify these var- 
iables as either antecedent, independent, mod- 
erator, intervening or dependent variables. 
“Supervisory style” has been adopted to refer to 


the key independent variable of interest, the way 
budgetary information is used in performance 


*We are indebted to Peter Brownell, Anthony Hopwood and an anonymous reviewer for many heipful comments on an 
earlier version of this paper. Reser particiiatiy Depro and etd tio Ot E Dares ras DEED DEEE te tite 


references (Le. Brownell, 1988). 
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evaluation. Due to the multidimensional nature 
of supervisory style, attention will be given to | 
the particular definition adopted in each of the 
studies reviewed. Other variables were classi- 
fied as: “antecedent”, if they are considered to 
have a causal influence on the emergence of a 
supervisory style; “moderator”, if the effect of 
supervisory style is thought to be dependent on 
their value (see Arnold, 1982, for a more com- 
plete definition); and “intervening”, if they are 
both affected by supervisory style and have a 
causal effect on the dependent variable of in- 
terest. Figure 1 shows the simple causal relations 
among, and examples of, these variable cate- 
gories. 


Argyris: an initial exploration 
Early research into the behavioural effects of 
budgetary control systems provide case evi- 


dence of managers engaging in dysfunctional be- _ 


haviour as a response to the way supervisors 
used budgetary information to evaluate their 
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performance (Argyris, 1952; Schiff & Lewin, 
1968; Lowe & Shaw, 1968; Hofstede, 1968). 
These studies have implicitly recognized that 
the effects of accounting measures in perform-: 
ance evaluation not only depend on their techni- 
cal characteristics but also on the way super- 
visors use them. 

In his summary of the supervisory style litera- 
ture, Brownell (1987b) suggested that Argyris 
(1952) was the first to distinguish between the 
technical features of accounting systems and 
style of use. Argyris conducted interviews with 
both operating and budget (accounting) person- 
nel in four manufacturing companies to elicit 
their values, attitudes and feelings towards 
budgets and each other. He found that budgets 
were used as: (1) a pressure device; (2) a source 
of motivation; (3) a means of isolating problems; 
and (4) a basis for instituting improvements. 
These four aspects had implications for the ex- 
pressed attitudes of each of the groups, budget 
and operating, towards each other and con- 
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Fig. 1. Analytical framework (including selected variables examined in this review). 
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sequently their behaviour. In particular, the lat- 
ter three styles of use had direct implications for 
the first, budget pressure. 

In relation to Fig. 1, Argyris (1952) examined 
an extensive range of variables associated with 
supervisory style. The variables included three 
dimensions of supervisory style (needling, rais- 
ing standards once they are met, and uncom- 
promising budget attitude) and at least three an- 
tecedent variables (differentiation, economic 
conditions and general leader style). He also 
examined the impact of supervisory style ona 
number of intervening variables (including 
stress, tension and frustration ) and, in turn, their 


effect on various dependent variables (including 


dysfunctional behaviour, managerial effective- 
ness and long-run performance). Finally, he 
proposed budgetary participation as a possible 
moderator variable. 

Argyris (1952) reported that subordinate feel- 
ings of budget pressure derived from three main 
factors; the propensity of supervisors to em- 
phasize the need to meet the budget (budget 
emphasis ) by continuously “needling” them, the 
raising of budgetary standards to a more difficult 
level once they are met, and the inflexible and 
uncompromising nature of the budget docu- 
ments which failed to disclose the real reasons 
for the budget variances. Argyris also found that 
management pressure had dysfunctional conse- 
quences including increased tension, frustra- 
tion, resentment, suspicion, fear and mistrust to- 
gether with a possible deterioration in long run 
performance. His study indicated that where 
budget pressure is felt by the workers they will 
form groups to share and thus relieve the pres- 
sure. The formation of groups also served to 
reinforce their attitudes towards management. 
However, first line supervisors, he suggested, 
cannot join groups and so may respond to pres- 
sure in a number of other ways. First, they may 
attempt to shift the blame for their problems to 
their peers and superiors causing a deterioration 
in interpersonal relationships. Second, they may 
experience increased tension as a manifestation 
of tnternalizing the pressure. Increased tension, 
he argued, leads to frustration which reduces 
managerial effectiveness due to the tendency of 
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frustrated managers to, for example, forget 
things, become apathetic and indifferent, make 
slow decisions and withdraw socially. 

More generally however, Argyris (1952) al- 
luded to the notion of differentiation (Lawrence 
& Lorsch, 1967) as both an outcome, via the 
reinforcement of group attitudes, and a deter- 
minant (antecedent) of budget pressure. Lawr- 
ence & Lorsch (1967, p. 11) define differentia- 
tion as “,.. the difference in cognitive and emo- 
tional orientation among managers in different 
functional departments”. Different orientations 
emerge from differences in education, training, 
and the specialized tasks performed in different 
departments. Also, as a consequence of task dif- 
ferences, departments will differ along several 
dimensions (each of which reinforce differentia- 
tion) such as the formality of their structures, 
their orientation toward time, their specialized 
use of language and their success criteria. While 
differentiation may be associated with effective 
subtask performance, they argue that as the at- 
titudes of managers become more differentiated 
it becomes increasingly difficult to establish col- 
laboration between their departments. 

While not explicitly referring to this concept, 
Argyris’ (1952) argument and evidence high- 
lighted its existence and some of the problems 
associated with it. For example, the factory 
supervisors in his study expressed the belief that 
budget personnel failed to understand their 
problems and therefore could not appreciate 
their explanations. He also referred to the differ- 
ence in the success criteria for each group. 
While finding errors, weaknesses and faults that 
exist in the plant are the criteria against which 
the success of the budget personnel is judged, 
such outcomes mean failure for the operating 
personnel. The budget personnel “are placed in 
a social organization where the only way in 
which they can receive success is to place some- 
one else in failure” (p. 21). Argyris argued that 
constant failure can have adverse effects on an 
individual such as loss of interest in job, loss of 
confidence and deterioration in interpersonal 
relationships. 

Argyris (1952) signalled budgetary participa- 
tion as a means of addressing the differentiation 


376 


problem and hence as a possible moderator var- 
iable. He noted that while the need for budget- 
ary participation was emphasized by top man- 
agement, subordinates were loath to express 
their opinions at the budget meetings and so 
were not fully participating-in the process. He 
called this “pseudo-participation”. Training in 
human relations, he argued, would ensure full 
participation. He suggested that full budgetary 
participation would help top management gain 
subordinate acceptance of the budget and help 
broaden the normally “figure conscious” budget 
man. Getting each group to understand the 


other point of view, he argued, reduces stress.. 


Again this notion relates to what Lawrence & 
Lorsch (1967) later referred to as integration, an 
important mechanism to counteract the dys- 
functional effects of differentiation without re- 
ducing subtask performance. 

At least two other antecedent variables were 
suggested by Argyris (1952): economic condi- 
tions and general leader style. Budget personnel 
acknowledged that when sales and profits de- 
creased and the economic outlook appeared 
gloomy, budget pressure was increased. Argyris 
also reported that budgetary pressure was influ- 
~- enced by general leader style; for example, an ag- 
gressive and domineering type leader was likely 
to project an aggressive and domineering style 
` upon the use of budgets as a control mechanism. 

The Argyris (1952) study provided a mile- 
stone in behavioural accounting research. It 
went beyond simply examining alternative uses 
of accounting information in performance 
evaluation. Importantly, it was a comprehensive 
study, rich in theoretical, as well as empirical, 
content. Argyris was not only interested in the 
antecedents and outcomes of supervisory style, 
but also suggested budget participation as a pos- 
sible moderator: of supervisory style. Con- 
sequently, Argyris provided a broad foundation 
and, indeed, motivation for future studies. 


Additional case evidence 

While Argyris (1952) made an important ini- 
tial contribution to this area of research, further 
case evidence in the accounting literature was 
not forthcoming until the work of Hofstede 
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(1968), Lowe & Shaw (1968) and Schiff & Lewin 
(1968). Hofstede’s study of the budgetary pro- 
cess in six manufacturing plants provided 
further evidence concerning the effects of 
supervisory style and the role of budgetary par- 
ticipation. While his case evidence was 
supplemented with some statistical analysis, it 
was limited by the exploratory nature of the 
study. Nevertheless, this added a degree of 
analytical rigour to previous work. 

Hofstede (1968) examined, inter alia, the ef- 
fects of various aspects of superior—subordinate 
budgetary communication on pressure. He con- 
sidered at least three dimensions of supervisory 
style: frequency of contacts regarding budget. 
results, the extent to which these results were 
used in performance evaluation (budget em- 
phasis) and a focus on negative results. In addi- 
tion two aspects of budgetary participation were 
considered: the use of departmental meetings 
and the creation of a “game spirit”. 

Hofstede’s (1968) results indicated that while 
frequency of contacts and budget emphasis in- 
creased budget motivation, pressure was also 
raised. He also found that the comments of a, 
“cost-conscious boss” regarding negative results’ 
are interpreted as being punitive rather than cor- 
rective. This attitude led to feelings of higher 
pressure and lower job satisfaction. He argued 
that while at least some pressure may have bene- 
ficial effects, too much pressure has adverse ef- 
fects such as anxiety, stress and fear of failure (in- 
tervening variables ) and results in dysfunctional: 
behaviour such as absenteeism and interper- 
sonal conflicts (dependent variables ). This argu- 
ment and evidence is entirely consistent with 
Argyris (1952). 

Consistent again with Argyris (1952), 
Hofstede (1968 ) alluded to the moderator status 
of budgetary participation and its role in addres- 
sing the differentiation problem. He argued that 


' pressure may be relieved by upward communi- 


cation. He found that both department meetings 
and the use of budgets in a “game spirit” had 
positive effects on budget motivation and satis- 
faction. Hofstede’s general conclusion was that 
the creation ofa “game spirit”, which in turn de- 
pends on the leadership skill of the budgetee’s 
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superior,’ has the most beneficial overall effects. . 


The budgetary process was also the focus of 
Lowe & Shaw’s (1968) case study. Their investi- 
gation of a retail chain’s budgetary process over 
two years extended budget emphasis to include 
an explicit relation with financial rewards. 
Furthermore, their case evidence indicated an 
alternative dysfunctional role of budgetary par- 
ticipation not foreseen by Argyris (1952) and 
Hofstede (1968). 

Lowe & Shaw (1968) found that sales mana- 
gers engaged in dysfunctional behaviour as a re- 
sponse, inter alia, to the firm’s budget-based re- 
ward system. They found that while involving 
sales managers in the budgetary process made 
best use of their local knowledge, it also pro- 
vided them with the opportunity to bias their 
sales forecasts and hence build budget slack. 
Their evidence suggested that supervisors, al- 
though aware of the bias, were not successful in 
eliminating it. Thus dysfunctional behaviour, 
and in particular invalid data reporting (IDR), 
was found to be an outcome of budget emphasis 
combined with budgetary participation. 

Consistent with Lowe & Shaw (1968), Schiff 
& Lewin’s (1968) case evidence of three manu- 
_ facturing companies facing different economic 
climates suggested that budgetary slack is a 
normal part of the traditional budgetary process 
where a high budget emphasis is the norm. They 
found that such dysfunctional behaviour occurs 
in both profitable and unprofitable companies 
whether stable or growing. 


Tbe Hopwood study 

Building on Argyris’ (1952) case evidence,” 
Hopwood (1972, 1973), in addition to provid- 
ing a more detailed rationale for the effects of 
supervisory style, conducted a more formal 
analysis. He also extended the array of antece- 
dent, moderator and outcome variables. In par- 


, 
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ticular, Hopwood contended that accounting 
performance measures (APMs) may never be 
technically adequate because they: are an in- 
complete reflection of managerial performance; 
can only approximately represent an organiza- 
tions’ economic cost function; reflect aspects of 
performance which are not necessarily controll- 
able; and emphasize short term evaluation of 
managerial performance. He argued that em- 
phasis on such imperfect APMs will have adverse 
consequences. 

For the purposes of his study he identified 
three supervisory styles: budget constrained 
(BC), profit conscious (PC) and non- account- 
ing (NA). These styles varied across at least three 
dimensions: the range of criteria used for evalua- 
tion purposes; the flexibility with which var- 
iances from standard are interpreted; and the 
manner in which short/long run concerns are 
handled. For example, the BC style was charac- 
terized by an uncompromising use of the budget 
to meet short term objectives while the PC style 
was characterized by a more flexible use of a 
wider range of performance criteria for longer 
term objectives.° 

Hopwood’s (1972, 1973) elaboration of Ar- 
gyris’ (1952) argument connecting supervisory 
style, stress and dysfunctional behaviour was 
based on role theory (Kahn et al., 1964). He 
argued that, given the imperfect nature of APMs, 
a BC style will lead to role conflict and role am- 
biguity. Conflict and ambiguity, in turn, cause 
managerial stress, tension and anxiety. Dysfunc- 
tional behaviour, he argued, is a consequence of 
managers trying to cope with this stress and ten- 
sion. 

The results of Hopwood's (1972, 1973) study 
of cost centres in a large American manufactur- 
ing Company provided support for his argument. 
That is, cost centre heads with BC supervisors 
experienced higher JRT, poorer relations with 


‘Compare this with Argyris’ (1952) suggestion that supervisors may need training in human relations for effective budgetary 


participation. 


“In a private communication, Hopwood indicated that “Argyris provided a very real incentive for my study. Indeed I can 


remember the original question as being one of — does this atways happen? Hence some notion of contingency was built into 
my study but one where the effects were contigent on evaluation style”. 


*The NA style was regarded as a residual category for the purposes of this study. 
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both supervisors and peers, and were more. 
likely to engage in invalid data reporting and dys-. 


functional decision making than those with PC 
or NA supervisors. 

It should be noted that Hopwood (1972, 
1973) did not directly test the relation between 
supervisory style and managerial performance. 
This was at least partly because “the available in- 
dexes of efficiency are based on the accounting 
data and may therefore reflect both real effi- 
ciency and successful manipulation of the data” 
(1972, p. 176). He did, however, provide some 
suggestive evidence that tension and conflict 
may influence long-term performance and suc- 
cess. He conjectured that while a PC style is 
likely to result in greater efficiency than the BC 
style, both were likely to result in greater effi- 
ciency than the NA style because “the possibility 
does remain that it is still better to place at least 
some emphasis on the accounting data” (1972, 
p. 176).* 

A further outcome variable was considered by 
Hopwood (1973) — the use of informal infor- 
mation systems. In response to the perceived in- 
adequacies of the accounting reports, cost 
centre heads developed independent informa- 
tion systems outside of the official accounting 
system with the aim of providing more timely 
and relevant information. Holding such informa- 
tion, Hopwood argued, was more important for 
the BC departments where there was a greater 
need to protect themselves from evaluative 
pressures. Cost centre heads in these depart- 
ments required the information to help them 
explain deviations from budget and direct their 
efforts to manipulate the data used for evaluation 
purposes. Hopwood found that such informa- 
tion systems were numerous and, in some cases, 
very extensive for budget constrained depart- 
ments but were less apparent for PC and NA de- 


partments. 
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Three antecedent variables were also consi- 
dered: cost centre size, the contagion effect and 
general leader style. First, Hopwood (1973) 
found no relationship between the absolute size 
of the cost centre (measured as total annual 
costs) and the cost centre heads’ perception of 
the supervisory style of evaluation. In relation to 
the second, he argued that, due to the additive 
nature of accounting data, a manager who uses a 
BC style is more likely to himself be evaluated on 
the basis ofa BC style. He found evidence of such 
a contagion effect for the BC style but not for the 
PC or NA styles. While Argyris (1952) provided 
suggestive evidence regarding the third antece- 
dent, Hopwood operationalized- this variable 
using the leader behaviour description question- 
naire (LBDQ) developed by Stogdill (1963). 
The LBDQ measures two dimensions of leader 
style: consideration and initiating structure. A 
leader characterized by consideration shows 
concern for the feelings and ideas of subordi- 
nates, while a leader characterized by initiating 
structure clearly defines the roles of his subordi- 
nates. Hopwood’s argument and evidence indi- 
cated that BC supervisors were less considerate 
than either the PC or the NA supervisors; further, 
the BC and PC supervisors rated more highly on 
initiating structure than the NA supervisors. 

In addition, three moderator variables were 
considered: budgetary participation, accuracy of 


‘accounting information and managerial aspira- 


tions. Extending the work of Argyris (1952) and 
Hofstede (1968) and consistent with Lowe & 
Shaw (1968), Hopwood (1973) recognized the 
ambiguous role of budgetary participation in 
moderating supervisory style effects. Despite 
this concern, he reported that budgetary partici- 
pation moderated the negative psychological ef- 
fects for high budget emphasis only. Hopwood 
argued that the effects of supervisory style will 
also depend on the accuracy of the APMs and the 


‘Such evidence is tentative to say the least, yet subsequent researchers have relied upon Hopwood’s performance result. For 
example, Govindarajan (1984) stated while referring to Otley’s (1978) study that “[m]ore importantly, this style [Budget 
Constrained] was associated with higher performance, a result that is opposite to that of Hopwood” (p.126). 


‘Note that De Coster & Fertakis (1968) considered LBDQ as a possible antecedent variable prior to Hopwood’s study. The 


results of their empirical study are presented below. 
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cost centre heads’ needs for promotion. His 
results regarding these two variables were, how- 
ever, non-significant. 

Hopwood’s (1973) conclusion that his results 
may not generalize to other settings, that is, from 
an uncertain and highly complex situation to a 
stable, technologically simple situation, became 
the impetus for the adoption ofa contigency per- 
spective by subsequent researchers. Typically 
these researchers have investigated the effect of 
various contingency variables on the relation- 
ship between budget emphasis and both inter- 
vening and dependent variables, Otley (1978) 
with accuracy of accounting information; Hirst 
(1981, 1983) and Imoisili (1985) with task un- 
certainty; Brownell (1982), Hirst (1987), Dunk 
(undated) and Bottger & Hirst (1988) with 
budgetary participation; Brownell & Hirst 
(1986) with budgetary participation and task 
uncertainty; Govindarajan (1984) with environ- 
mental uncertainty; Brownell (1985, 19872) 
with environmental uncertainty and budgetary 
participation; Govindarajan & Gupta (1985 ) and 
Govindarajan (undated) with business strategy; 
and Brownell & Merchant (1987 ) with technol- 
ogy. Implicit in some of these approaches (e.g. 
Govindarajan, 1984) is the assumption that a 
match between budget emphasis and contin- 
gency factors will have a beneficial effect. Such 
an approach has also led to design issues becom- 
ing more salient and, more specifically, a 
stronger focus on antecedent variables. 


Recent studies 
' This new research direction began with 
Otley’s (1978) replication and extension of 
Hopwood’s (1972, 1973) work. Otley adopted 
Hopwood’s definition of supervisory style but 
Otley’s evidence indicated a continuum of style 
which he categorized as A, B, C, D and E, ranging 
from a BC style (A) to an NA style (E). A further 
difference was that there were fewer managers 
in Otley’s category E than in Hopwood’s equiva- 
lent NA: category (3% compared to Hopwood’s 
44% ). In addition, Otley extended Hopwood’s 
analysis in at least two important ways. First, he 
suggested that Hopwood may have confounded 
the imperfections in the accounting system with 
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supervisory style. The research site for Otley’s 
study was an organization with independent 
profit centres which, he claimed, was well suited 
to the use of budgetary control systems. Otley 
claimed that this allowed him to isolate the ef- 
fects of supervisory style by effectively control- 
ling for the technical inadequacies of the ac- 
counting system. Second, he included budgetary 
performance as a dependent variable in the 
analysis despite Hopwood’s comments regard- 
ing the confounding effects of accounting data 
manipulation. Otley also considered a number of 
antecedent variables: management philosophy, 
environmental conditions and unit size. 

Otley (1978) reported that while there was 
some support for a positive relationship be- 
tween supervisory style and poorer interper- 
sonal relations, the relationship between super- 
visory style and JRT was non-significant. The lat- 
ter result is therefore not supportive of Hop- 
wood’s (1973) finding. In relation to perform- 
ance, Otley found that there was a significant 
positive relationship between supervisory style 
and budgetary performance but not with longer- 
term indicators of performance such as accident 
rates, wastage rates and levels of absentecism. 
This result, he claims (p. 135), is contrary to 
Hopwood’s findings. He conceded, however, 
that the result may be confounded by manipula- 
tions of the budget estimates (as noted by Hop- 
wood ). Furthermore, his evidence regarding the 
effect of certain antecedent variables (size of 
unit profit and the environment) Jed him to 
suggest that the relationship between supervis- 
ory style and actual performance may be spuri- 
ous. 

In relation to budgetary performance, Otley 
found a triad of relationships between supervis- 
ory style, output budget error and unit profita- 
bility (as shown in his fig. 2, p. 139). His interpre- 
tation of this was as follows. Where senior man- 
agement expected a unit to achieve an accept- 
able (unacceptable) level of profit, the unit’s 
output budget was set at a relatively realistic 
(optimistic) level which in each case yields an 
acceptable profit budget. Actual performance is 
likely to be closer to budget when it is set realis- 
tically than when it is biased in an optimistic 
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direction. Group managers are cognisant of 
these circumstances and emphasize budget 
standards for performance evaluation only 
where they perceive such standards to be realis- 
tic. Thus, both budgetary performance and 
budgetary emphasis may be explained by the 
level of realism/accuracy in the budget. Otley 
raised doubts, therefore, regarding the depen- 
dent variable status of budgetary performance in 
studies which examine supervisory style. 


(1978) found that management philosophy, en- 
vironmental conditions and unit size (in terms of 
profit, manpower and output) appear to influ- 


ence the choice ofa supervisory style. In particu- 
lar, in difficult environmental and economic 


conditions a strong emphasis on meeting the 
budget (BC style ) prevailed while in easy and st- 
able conditions a less rigorous approach was 
adopted, thus supporting Argyris’ earler case evi- 
dence. Further, larger units, particularly in terms 
of profit, tended to have a more budget-oriented 
style. However, Otley found that these latter two 
antecedents also affect the overall performance 
of the unit. This spurious effect, he argued, raises 
further doubts about treating supervisory style 
as an independent variable to explain differ- 
ences in actual performance. . 

Thus, the results of Hopwood (1973) and 
Otley (1978) appear to conflict in terms of two 
important variables: JRT (intervening ) and per- 
- formance (dependent). While the first conflict is 
relatively unambiguous, the conflict with regard 
to performance is more apparent than real. Hop- 
wood was not really concerned with the per- 
formance effects of supervisory style and Otley 
raised doubts about the causal direction of the 
relation. Much of the subsequent research has, 
however, sought to reconcile these apparently 
conflicting results believing -that the models 
used by Hopwood and Otley were under- 
specified. 

Hirst (1981 ) provided a rationale for reconcil- 
ing Hopwood (1973) and Otley’s (1978) results 
concerning JRT, interpersonal relations and dys- 
functional behaviour by considering the possi- 
ble moderating effects of task uncertainty. He ar- 
gued that the degree of completeness of APMs 
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used in the evaluation of subordinates by super- 
visors will depend on the nature of the task per- 
formed by the subordinate. Such measures are’ 
appropriate/more complete in situations of low 
task uncertainty but fail to capture the inter- 
dependencies in situations of high task uncer- 
tainty. The greater the incompleteness of APMs, 
the greater the chance of disagreement between 
supervisors and subordinates in performance 


. evaluation. Further, Hirst argued that subordi- 
In relation to antecedent variables, Otley | 


nates have no incentive to seek a more favoura- 
ble reflection of their performance (IDR) where 
there is a low reliance on APMs and high task un- 
certainty and have no opportunity where there 
is low task uncertainty and a high reliance on 
APMs. Thus he hypothesized that a medium to 
high (medium to low) budget emphasis 
minimizes dysfunctional behaviour in situations 
of low (high) task uncertainty. 

The above argument, Hirst (1981 ) suggested, 
may explain Hopwood (1973) and Otley’s 
(1978) conflicting results. That is, while Hop- 
wood examined departments which were in- 
terdependent and therefore characterized by 
high task uncertainty, Otley studied subunits 
which were independent and which therefore 
may be characterized by relatively low task un- 
certainty. l 

In a later study, Hirst (1983). empirically 
tested his hypothesis. The dimension of super- 
visory style adopted for the study was that of 
budget emphasis contingent upon extrinsic re- 
wards. He found evidence ofa linear relationship 
between JRT and budget emphasis which was 
negative (positive) for low (high) task uncer- 
tainty situations. He also found a positive rela- 
tionship between social withdrawal and budget 
emphasis for low but not for high task uncer- 
tainty. 

The moderating effects of task uncertainty 
were also examined by Imoisili (1985). He con- 
sidered role stress as an intervening variable and 
a range of dependent variables including per- 
formance and dysfunctional behaviour. His 
results, however, were not significant due to the 
lack of variation in supervisory style — only a 
high budget emphasis was found in his study. 
This was, he noted, probably because the sam- 
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pled organization was experiencing tight econ- 


omic conditions. Such an explanation is consis- , 


tent with Otley’s (1978) earlier finding regard- 


ing the strong emphasis on meeting the budget’ 
- Brownell (1982) and Hirst (1983) studies by 


in tough environmental conditions. 


An alternative rationale for the moderating ef: 


fects of budgetary participation was provided by 
Brownell (1982). Drawing from the psycholog- 
ical literature he developed this rationale based 
on operant conditioning and balance theory. He 
argued that a high budget emphasis is approp- 
riate where managers have the opportunity to 
negotiate the criteria against which their per- 

-formance is assessed. On the other hand, a low 
budget emphasis. is appropriate in cir- 
cumstances where there is a low level of partici- 
pation. He suggested that such a match between 
budget. emphasis and participation (i.e. high/ 
high or low/low) was necessary for effective 
managerial performance. 

Brownell’s (1982) opeiaitonalieation of job 
performance using a self-rating scale rep- 
resented a further extension of both Hopwood’s 

. (1973) and Otley’s (1978) work. In particular, 
he sought to reconcile the so-called conflicting 
results of Hopwood and Otley relating to per- 
formance. The results of his empirical study ofa 
manufacturing firm tended to confirm the hypo- 
thesis that a high (low) budget emphasis results 
in better performance when it is coupled with 
‘high (low) participation. Hirst (1987) and Dunk 
(undated), however, failed to replicate this find- 
ing. Hirst, in his study ofa property development 
firm, found no interaction effect and the results 
of Dunk’s - cross-sectional study of 26 firms 
showed that high (low) budgetary participation 
togethér with high (low) budgetary emphasis 
reduces performance, a result which is opposite 
to that of Brownell 

Consistent with Hopwood (1973), who earl- 
ier reported that budgetary participation moder- 
ated the negative psychological effects for high 
budget emphasis only, Bottger & Hirst (1988) 
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found that participation caused a reduction in 
job stress where budget emphasis is high but no 


-effect where it is low. 


Brownell & Hirst (1986) attempted to link the 


proposing and testing a three-way interaction 
between budgetary participation, task uncer- 
tainty and budget emphasis. They hypothesized 
that compatible combinations of participation 
and budget emphasis (high/high and low/low). 
are more effective in reducing JRT and improv- 
ing managerial performance in low as opposed 
to high task uncertainty activities. While they 
found that the three-way interaction affected 


“JRT, there was no such effect on performance. 


Accordingly, they were unable to link the Brow- 
nell and Hirst studies,® nor were they able to re- ` 
plicate Brownell (1982). Even so, and consistent 
with Hopwood (1973) and the later study by 
Bottger & Hirst (1988), however, there was, 
some support for an interaction between partici- 
pation and budget emphasis effecting JRT. More- 
over, they found that budgetary participation 
substantially reduced JRT independently of the 
other variables. . . 

Reconciling the Hopwood (1973) and Otley 
(1978) results relating to performance was also 
the concern of Govindarajan (1984). He con- 
tended that their results were characterized by 
different levels of environmental uncertainty 
(defined as the unpredictability of the actions of 
customers, suppliers, competitors and regulat- 
ory groups). Accordingly, Govindarajan intro- 


‘duced environmental uncertainty as a possible 


moderator of the effects of supervisory style 
(characterized along a continuum from subjec- 
tive (PC) to formula-based (BC) evaluation con- 
tingent upon financial. rewards) on strategic 
business unit (SBU) effectiveness (defined in 
terms of unit manager ratings of unit perform- 
ance relative to the supervisors expectations of 


performance). Three main propositions were 
developed by Govindarajan (1984) to support 


“Indeed, linking the studies is an ambitious task. The studies focus on different dependent variables (Le. job stress and job 
performance), use different theoretical frameworks (Le. role theory and motivation theory) and employ different measures 
of budget emphasis, Moreover, an important limitation of the Brownell & Hirst (1986) study is that it does not examine, in 
ee ee ee Fon pepe a a OD ee rormance Saena exeonineiion = problemati piven that as 
discussed more fully below, job performance is an ambiguous construct. 
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his hypotheses: realistic budget estimates sub- 
sequently used for performance assessment will 
only prevail when environmental uncertainty is 
low; knowledge of cause—effect relationships 
will be incomplete in high environmental uncer- 
tainty conditions; and. emphasis on APMs is on 
outcome rather than process and managers 
faced-with high uncertainty will have less con- 
trol over such outcomes. These propositions are 
similar to those put forward by Otley (1978), 
Hirst (1981) and Hopwood (1972) respec- 
tively. 

On the basis of these propositions, Govindara- 
jan (1984) hypothesized that a moderate to low 
(high) budget emphasis coupled with higher 
(lower) environmental uncertainty will lead to 
increased SBU performance. His results gener- 
alty confirmed this contention: a significant posi- 
tive correlation was found between environ- 
mental uncertainty and the use of subjective 
criteria for performance appraisal in the highest 
performing SBUs, and no such correlation in the 
lowest performing SBUs. . 

The effects of both padgeaty: participation 
and environmental uncertainty were examined 
by Brownell (1985, 19872). Both studies 
examined the budget emphasis dimension of 
supervisory style. Brownell’s (1985) study of 
the marketing and R&D units of a multi-national 
- electronics firm found that R&D managers per- 
ceived their environment as more complex than 
marketing managers. While his results indicated 
that participation and functional area interacted 
to effect managerial performance, there was no 
such interaction effect for budget emphasis and 
functional area.’ However, after ignoring func- 


tional membership, a further statistical test pro-. 


vided evidence to support the proposition that a 
reduced budget emphasis is appropriate with a 
more complex environment. He did not report 
the interaction effects for budget emphasis and 
budgetary participation. Brownell (1987a) par- 
tially replicated and extended this study in the 
Australian subsidiary of the above multi-national 
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firm. Confirming his previous findings, he re- 
ported that both job satisfaction and perform- 
ance were enhanced in situations where there is 
a high budget emphasis and low environmental 
complexity. 

The role of task uncertainty, budgetary par- 
ticipation, environmental uncertainty and vari- 
ous combinations of these, in moderating the ef- 
fects of supervisory style, and budget emphasis 
in particular, has been the focus of much re- 
search effort. The evidence regarding task un- 
certainty and budgetary participation suggests 
that while there has been consistent support for 
their moderating effect on the relationship be- 
tween budget emphasis and intervening 
(psychological ) variables, the evidence has been 
mixed in relation to performance (dependent 
variable). These results seem to confirm Hop- 
wood’s (1973), and later Otley’s (1978), doubts 
regarding the inclusion of performance in 
studies which examine supervisory style. _ 

The moderating effects of business strategy 
were the focus of studies by Govindarajan & 
Gupta (1985) and Govindarajan (undated). 
Govindarajan & Gupta adopted Govindarajan’s 
(1984) definition of SBU effectiveness and 
supervisory style (subjective/formula-based ), 
both as previously described. They also added a 
further dimension of supervisory style: a re- 
liance on short/long run criteria in the determi- 
nation of managerial incentive bonuses. They 
classified strategies as ranging from build to har- 
vest. A build strategy is characterized by a desire 
to increase market share while the objective of 
maximizing short term earnings and cash flow is 
indicative of a harvest strategy. i 

Govindarajan & Gupta (1985) argued that 
SBU effectiveness would be enhanced where 
there is a correct match between the incentive 
compensation and the strategy adopted by the 
unit. That is, a reliance on long run (short run) 
criteria in the determination of incentive 
bonuses should be matched with a build (har- 
vest ) strategy. Their study of profit centre mana- 


7Consistent with Hopwood (1973), Hirst & Yetton (1984) found in their questionnaire survey of 111 managers that there 
was a strong relationship between budget emphasis and role ambiguity for production jobs. This strong relationship did not, 
however, generalize to non-production fobs, for which there was only a weak relationship. Further, this weak relationship was 
not independent of job structure. 
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gers in 20 firms found that a build (harvest) 
strategy, combined with a greater reliance on 
long run criteria, promotes (reduces ) effective- 
ness, while the effect of a reliance on short run 
criteria on effectiveness was independent of 
strategy. They also argued, and found, that grea- 


ter reliance on a subjective approach to the de- 
termination of incentive bonuses will have a- 


stronger positive impact on effectiveness under 
a build rather than a harvest strategy. 

A further attempt to reconcile the results of 
Hopwood (1973) and Otley (1978) relating to 
performance was undertaken by Govindarajan 
(undated) who provided a more detailed 
rationale for the moderating effects of SBU 
strategy. He used Miles & Snow’s (1978) typol- 
ogy in considering strategy. Miles & Snow’s 
three categories, defender, analyser and pros- 
pector, vary according to the rate at which the 
organization changes its products and markets. 
While prospectors rate highly on this dimension, 
defenders tend to concentrate on existing pro- 
duct and market domains. Analysers fall between 
these two extremes. 

Govindarajan (undated) argued that a super- 
visory style characterized by a high budget em- 
phasis will enhance SBU effectiveness (as de- 
fined by Govindarajan, 1984) for defender SBUs 
but will reduce effectiveness for prospector 
SBUs. In relation to defender SBUs, his theory 
was based on the notion that defenders face rela- 
tively low environmental uncertainty, have sta- 
ble products and markets and thus relatively ac- 
curate budget estimates, and emphasize effi- 
ciency which implies the need to identify per- 
formance deviations. On the other hand, pros- 
pectors face high environmental uncertainty, 
are unable to formulate accurate budgets, em- 
phasize new product development which im- 
plies the need to use longer term performance 
measures, and require extra resources, via 
budgetary slack, for innovation. The results of 
Govindarajan’s (undated) study of SBU mana- 
gers of 24 Fortune 500 firms, after controlling 
for corporate strategy and size, strongly sup- 
ported the hypothesized relationships. Thus, 


383 


business strategy, however defined, seems to be 
an important moderator variable in supervisory 
style studies. 

A final moderator variable has been examined 
by Brownell & Merchant (1987). They consi- 
dered the role of technology in providing 
another rationale for reconciling Hopwood 
(1973) and Otley’s (1978) results concerning 
performance. Two dimensions of technology 
were considered: the extent of product standar- 
dization (PS) and workflow integration (WI). 
They argued that a high PS provides a greater op- 
portunity to reliably identify cost/volume rela- 
tionships. This in turn allows for appropriate vol- 
umeé-based adjustments to the budget. There- 
fore, the use of flexible budgets for evaluation 
purposes is, they argued, more appropriate in 
this situation than the similar use of static 
budgets. In contrast, they argued that the extent 
of WI is independent of the ability to identify 
cost/volume relationships: 

Brownell & Merchants (1987) study of 201 
production managers in the electronics industry 
supported their agreement. They found that the 
effect of using budgets as static targets on. de- 
partmental performance (measured by a self-rat: 
ing scale ) was positive (negative ) for low (high) 
PS. WI, on the other hand, did not moderate the 
effects of using budgets as-static targets. 

In addition to the determinants of supervisory 
style considered above (e.g. Argyris, 1952; Hop- 
wood, 1973; Otley, 1978), antecedent variables 
have been the focus ofa number of other studies. 
In particular, De Coster & Fertakis (1968 and 
Merchant (1983, 1985) examined the effect of 
general leader style and Merchant (1985 ) and Si- 
mons (1987) considered business strategy as a 
determinant of supervisory style.® 

Two dimensions of general leader style, as 
measured by the LBDQ (Stogdill, 1963), have 
been examined in the supervisory style litera- 
ture: considération and initiating structure (as 
previously described). Consistent with Hop- 
wood’s (1973) findings as presented above, 
both De Coster & Fertakis (1968) and Merchant 
(1983) found that a leader style characterized 


®also see Rockness & Shields (1984) and Peterson (1984) for useful summaries of the determinants of control systems. 
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by high initiating structure is associated with a 
high budget emphasis. However, there are 
mixed results regarding the consideration di- 
mension. De Coster & Fertakis found that budget 
pressure from the immediate superior was posi- 
tively related to consideration. Hopwood (as 
noted above) found that BC supervisors were 
less considerate than either the PC or NA super- 
visors. Merchant (1983) found no significant re- 
lationship between consideration and supervis- 
ory style of evaluation. In contrast, Merchant 
(1985) failed to find a significant relationship 
between either consideration or initiating struc- 
ture and supervisory style. 

The antecedent effects of business strategy 
were considered by Merchant (1985) and Si- 
mons (1987). Merchants (1985) study of 62 
profit centre managers in a single firm found that 
the decisions of units with rapid growth strate- 
gies were more highly affected by a budget em- 
phasis style of evaluation. Simons (1987), on the 
other hand, used Miles & Snow’s (1978) three 
dimensions of strategy: defender, analyser and 
prospector (as described above ). His study of 62 
defender and 46 prospector firms revealed that 
control system attributes differ between these 
two groups. In particular, dimensions of super- 
visory style were included among the control 
system attributes. He found that budget em- 
phasis was associated with firm performance 
‘(measured as the three year mean of reported re- 
turn on investment ) for all firms except large de- 
fenders. He also found that the use of budgets in 
a problem solving/questioning way was posi- 
tively related to performance for prospector 
firms, while. for large defenders only, this rela- 
tionship was negative. He also found that defen- 
ders used budget-based compensation schemes 
to a greater extent than prospector firms. 

Thus, business strategy seems to have a dual 
role in its relationship with supervisory style. 
The evidence. suggests that it both moderates 
the effects and influences the choice of a super- 
visory style. 

- Finally, a number of studies have examined a 
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range of control system variables, primarily 
using a factor analytic methodology’, including 
various dimensions of supervisory style: Onsi 
(1973), Kenis (1979) and Merchant (1981, 
1983 ). The results of these studies OMe some 
further insights. 

Consistent with Schiff & Lewin's (1968) case 
evidence, Onsi (1973) found that 80% of the 32 
managers interviewed in his study of five com- 
panies admitted creating slack. His results re- 
vealed that budget emphasis and budget pres- 
sure (which involved setting tight standards) 
were positively related to the creation of slack. 
Budgetary participation was found to reduce 
slack independently of supervisory style. Mer- 
chant’s (1983) results were generally suppor- 
tive of these findings. However, he reported that 
the correlations between the propensity to 
create slack and two items concerned with 
meeting the budget (required explanations of 
variance and link with extrinsic rewards) were 
significantly negative. 

Kenis’ (1979) study of 169 department heads 
in 19 manufacturing plants examined, inter alia, 
the effects of two supervisory styles, general and 
punitive, on three job related attitudes: satisfac- 


_tion, involvement and tension; two budget re- 


lated attitudes; attitudes towards budgets and 
budgetary motivation; and three performance 
variables; budgetary performance, cost effi- 
ciency and job performance. The items in his 
measures of a general and punitive style of 
evaluation can be interpreted as moderate and 
high budget emphasis respectively. He. found 
that a general (moderate budget emphasis) 
evaluation style was positively related to budget 
motivation and budgetary performance. A puni- 
tive (high budget emphasis ) evaluation style was 
positively related to job tension and budget 
motivation. but was negatively related to all 
three measures of performance. These main ef- 
fects are, however, difficult to interpret due to 
the possible interaction effects with his mea-. 
sures of participation and goal difficulty (see 
Hirst & Lowy, 1987). 


See Ottey (1980, p.417) for problems associated with interpreting and comparing the results of contingency studies which 


use a factor analytic methodology. 
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Merchant’s (1981) study of 170 managers in 
19 firms in the electronics industry found a 
strong positive relationship between budgetary 
emphasis and time spent on budgeting (budget- 
ary participation). He also reported that both 
size (numbef of employees) and degree of de- 
centralization positively correlated strongly 
with budget emphasis. He also found that budget 
emphasis was associated with an increase in in- 
trinsic motivation and felt usefulness of the 
budget. In addition he reported that while there 


was no effect of budget emphasis on departmen- . 


tal performance for the total sample, there was a 
positive (negative ) effect for large (small) firms. 


Summary 

In summary, we have seen that Argyris (1952) 
made an important initial contribution to the 
supervisory style literature. This was followed 
predominantly by case evidence until the more 
thorough treatment of the issues by Hopwood 
(1972, 1973). Otley’s (1978) seemingly con- 
flicting evidence relating to the supervisory 
style effects on JRT and performance stimulated 
a number of attempted reconciliations by sub- 
sequent researchers. Some of these researchers 
adopted a contingency theory perspective. As 
previously discussed, such a perspective also led 
researchers to investigate the antecedents of 
supervisory style. 

The previous review provides a survey of the 
supervisory style literature. The relevant studies 
are summarized in Table 1. One of the most con- 
spicuous features of these studies is the breadth 
of analysis. Nevertheless, despite differences in 
methods and conflicting results, and overlook- 
ing differences in constructs and their measures, 
some general patterns emerge from the litera- 
ture. In particular, supervisory style is an import- 
ant predictor of behaviour. Behaviours such as 
invalid data reporting appear to be in response 
to various psychological outcomes (e.g. JRT) 
which are affected by supervisory style. How- 
ever, these effects are moderated by various fac- 
tors including task uncertainty, budgetary par- 
ticipation, the environment and strategy. More- 
over, unit size, environmental and economic 
conditions, general leader style (initiating struc- 


385 


ture) and business strategy emerge as notable 
predictors of supervisory style. 

- Notwithstanding these general patterns, after 
nearly four decades of study, it is timely to pro- 
vide a critical review of this literature with the 
aim of identifying potentially fruitful areas for fu- 
ture development. These areas emerge from an 
analysis of the limitations associated with the 
existing literature. In general, these limitations 
can be categorized in terms of the major sections 
of a typical empirical study; that is, theoretical 
development and empirical analysis. 


CRITICAL ANALYSIS 


Theoretical development 

The development of rationales for the effects 
of supervisory style has been limited by several 
factors. Specifically, in recent years, theoretical 
development has taken a secondary role to an 
emphasis on statistical analysis. In addition, 
where development has occurred, it has tended 
to be piecemeal and involve selective referenc- 
ing, unquestioned assumptions about the depen- 
dent variable status of overall job performance, 
and an inattention to the multidimensional 
nature of supervisory style. Moreover, rationales 
for the antecedents and, to a lesser extent, mod- 
erators of supervisory style have relied on con- 
tingency theory with little regard to critiques of 
this theory. These claims are examined below. 

Initial descriptions of budgetary processes 
suggested the use of role theory and related 
stress research to explain the effects of supervis- 
ory style (Argyris, 1952). Indeed, this was the 
approach subsequently adopted by Hopwood 
(1973). A major focus of these early studies was 
theory development. In recent years, however, 
there has been a trend towards the statistical 
sophistication of empirical investigations. This 
trend was started by Hofstede (1968) and de- 
veloped by others, including Hopwood (1973), 
Brownell (1982), Govindarajan & Gupta (1985) 
and Jaworski (1988). Although there are excep- 
tions (e.g. Brownell, 1982), this trend has been 
at the expense of theory development. Of par- 
ticular concern is the inclusion of variables in 
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Antecedent 


TABLE 1. Summary of supervisory style studies (continued) 
| Relations with other variables 


Both 


hypotheses with little supporting explanation. 
For example, some studies use box diagrams 
with arrows indicating causally related variables. 
Although this is a parsimonious way of com- 
municating connections, the supporting argu- 
ment in some studies is only suggestive (e.g. see 
Kenis, 1979). 

Also of concern is the observation that some 
- studies selectively reference, or uncritically rely 
on, arguments and/or evidence in related litera- 
ture to support their hypotheses. For example, 
Brownell’s (1982) hypotheses were developed 
using both operant analysis and balance theory. 
Operant analysis is a class of motivation theory 
that assumes behaviour is environmentally de- 
termined, whereas balance theory assumes that 
behaviour is the outcome of cognitive proces- 
ses. Operant analysis has been at the centre of 
_ some controversy and, accordingty, it is surpris- 
ing that Brownell did not refer to the relevant 
critiques (e.g. Locke, 1977). Moreover, hè did 
not attempt to contrast or discuss the relation 
between operant analysis and balance theory. 
Again, this is surprising because ifone believes in 
operant conditioning, then reference to internal 
cognitive events (as required in balance theory ) 
is inappropriate for making predictions about 
behaviour (Mitchell, 1976, 1979). Similarly, 
Govindarajan (1984) relies on the contingency 
theory literature to support his propositions 
about the effectiveness of business units. In so 
doing, however, he does not refer to critiques of 
this theory (e.g. see Wood, 1979; Schoonhoven, 
1981; Otley; 1980; Hopwood, 1983). 

As indicated above, where underlying argu- 
ments are provided to support hypotheses, they 
tend to be piecemeal, with little attempt to re- 
late new and existing rationales for the effects of 
supervisory style. For example, Brownell & Hirst 
(1986) attempted to link two prior studies, one 
relying on motivation theory to develop hypoth- 
eses, and the other relying on role theory and re- 
lated stress research. In so doing, however, 
Brownell & Hirst did not provide an examina- 
tion of the relation between these theories. Al- 
though piecemeal development is probably the 
norm in many social science disciplines, this 
process becomes problematic where the aim of 
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studies (as in the case cited) is to reconcile pre- 
vious research. 

In addition to providing explanations for rela- 
tions among variables, theory development re- 
quires the selection of outcome or dependent 
variables. While selection is constrained by the 
focal, independent variables (and in this case, 
supervisory style), individual researchers have 
some discretion. Indeed, early studies (e.g. Ar- 
gyris, 1952; Hofstede, 1968; Onsi, 1973; Hop- 
wood, 1973) focused on a variety of attitudinal, 
psychological and behavioural outcomes as- 
sociated with budgetary control systems. More 
recently, studies (e.g. Kenis, 1979; Brownell, 
1982; Brownell & Hirst, 1986; Hirst, 1987) have 


focused on overall job performance. This focus 


is problematic for several reasons. 

First, if budgetary performance is a major 
component of overall job performance (see 
Hopwood, 1973), then there are questions 
about the status of job performance as a depen- 
dent variable. For example, Otley’s (1978) 
analysis suggests that a spurious relation exists 
between supervisory style and budget perform- 
ance, with realism/accuracy of the budget affect- 
ing both variables. In constrast, Merchant 
(1985 ) claims that budget performance is prob- 
ably an independent variable for all control-re- 
lated studies (see also Collins et al., 1987). 
Second, even if budget performance is not a 
major component of overall job performance, 
the question concerning the dependent variable 
status of job performance remains. For example, 
Brownell (1982) acknowledges that supervis- 
ory style might be a function of job performance. 
Third, status issues aside, overall job perform- 
ance is an ambiguous construct with multiple di- 
mensions (Otley, 1980). As these dimensions 
and their relations are contested (e.g. see Hop- 
wood, 1973; Brownell, 1982; Govindarajan, 
1984; Luckett & Hirst, 1989) and change over 
time (Hopwood, 1979; Chua & Lowe, 1984), es- 
tablishing specific yet generalized relations be- 
tween overall job performance and supervisory 
Style is difficult. 

Given that recent studies have not addressed 
issues either about the dependent variable status 
of overall job performance or the lack of concep- 
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tual clarity, it follows that their theoretical con- 
tribution is limited. Indeed, where budgetary 
performance is not a major component of over- 
all job performance, issues about conceptual 
clarity bring into question the value of focusing 
on overall job performance in supervisory style 
studies. 

In addition to overall job performance, there 
has been little concern about the multidimen- 
sional nature of supervisory style. Although Ar- 
gyris (1952) examined supervisory style in 
terms of different uses of budgets, it was Hop- 
wood (1973) who characterized supervisory 
style in terms of the extent and manner of 
budget use in performance evaluation. There 
was a matching of these two dimensions in Hop- 
wood’s study. In particular, a “budget con- 
strained” supervisory style involved a reliance 
on “meeting the budget” in performance evalua- 


‘tion and the use of this criterion in an unques- 


tioning, evaluative manner. In contrast, a profit 
conscious style involved a reliance on a “con- 
cern for costs” (together with other non-budget 
criteria) and the use of this criterion in a prob- 
lem solving (questioning) manner. Hopwood’s 
(1973) theory statements assumed this match- 
ing. More importantly, this matching has re- 
mained largely unquestioned in the literature. 
Yet such a matching need not occur in all situa- 
tions. For example, high reliance/problem solv- 
ing match is possible. What are the likely effects 
of this supervisory style? More generally, the 
manner of budget use in performance evaluation 
may extend beyond the evaluative/problem sol- 


ving dimension to include the use of budgets as 


“needlers” and as a.means for structuring ac- 
tivities and motivating performance (Argyris, 
1952; De Coster & Fertakis, 1968; Hopwood, 
1973 ). The separate effects and relations among 
the various supervisory styles remain uncertain. 
Finally, given the potential effects of supervis-. 
ory style, it is not surprising that studies have 
examined the circumstances which are capable 
of moderating the effects of various styles as well 
as the antecedent conditions for a given style. 
These studies typically adopt contingency 
theory as a basis for hypothesis development 
(e.g. Merchant, 1981, 1984; Govindarajan, 1984, 
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Brownell, 1985; and seé Jaworski, 1988, for a 
review). However, there is controversy sur- 
rounding contingency theory, ranging from con- 
cerns about a lack of conceptual clarity (Otley, 
1980; Schoonhoven, 1981) to more fundamen- 


tal concerns about the nature of change, and the 


role of choice, in organizational and control sys- 
tem design (Wood, 1979; Burrell & Morgan, 
1979). With few exceptions (e.g. Brownell, 
1985 ) accounting researchers have not acknow- 


ledged the ambiguity in underlying constructs 


such as “environmental uncertainty” (Boyd, 
1984). Moreover, while accounting researchers 
are beginning to recognize the role of strategic 
choice in control system design (e.g. Govindara- 
jan & Gupta, 1985; Simons, 1987; Govindarajan, 
undated), the processes by which supervisory 


styles are “chosen” has not been addressed 


(Dent, 1986). Without knowledge of such pro- 


cesses it is premature to contemplate either ` 


direct or indirect changes in supervisory style as 
a means of influencing organizational behaviour. 
In summary, recent theoretical developments 
in the supervisory style literature have centred 
on the introduction of several moderator and an- 
tecedent variables. These developments add 
breadth to the literature. However, the previous 
analysis suggests a further broadening is possible 
by recognizing the multidimensional nature of 
several variables including supervisory style, en- 
vironment, technology and so on. Moreover, the 
depth of understanding has progressed little 
since the early studies. More specifically, for 
example, we know little more about the process 
by which supervisory styles affect behaviour and 
the process by which supervisory styles emerge. 
Theoretical development is not only necessary 
to increase our understanding of these 
phenomena, but also to make more informed 
choices about the design of empirical studies, in- 
cluding choice of data collection methods, vari- 
able measures and data analysis procedures 
(Schoonhoven, 1981; Kidder, 1981). 


Emptrical analysts 
The early investigations in the supervisory 
style literature tended to involve descriptive 


case studies (e.g. Argyris, 1952; Schiff & Lewin, 
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1968; Hofstede, 1968; Lowe & Shaw, 1968). In 
contrast, recent investigations tend to be cross- 
sectional, questionnaire surveys which involve 
hypothesis testing (e.g Kenis, 1979; Merchant, 
1981; Brownell, 1982; Hirst, 1983; Govindara-: 
jan, 1984; Govindarajan & Gupta, 1985; Brow- 
nell & Hirst, 1986; Jaworski, 1988). Note, how- 
ever, that there are a few survey studies which 
also involve a case study component (e.g. Hop- 
wood, 1973, and to a lesser extent Otley, 1978; 
Brownell, 1987a). This section of the paper fo- 
cuses on studies that favour the use of question- 
naire surveys as the main data collection 
method. 

The advantages and limitations of question- 
naire surveys are well known. In essence, they 
trade-off internal validity for external validity 
and provide data in a form that is suitable for 
statistical analysis (Campbell & Stanley, 1966; 
Kidder, 1981). Even so, there are grounds for 
concern about empirical studies in the supervis- 
ory style literature. These concerns centre on 
“method-driven” as opposed to “phenomenon- 
driven” studies and several factors that cause an 
uncoupling of the connection between theory 
statements and empirical tests. These factors in- 
clude invalid measures, range restriction in vari- 
able measures, omitted variables and the use of 
test procedures that are only indirectly related 
to theory statements. As before, these claims are 
examined below with the aim of identifying op- 
portunities for future research. 

The persistent use of cross-sectional, ques- 
tionnaire surveys limits the type of phenomena 
and relations that are amenable to investigation. 
For example, cross-sectional studies compare 
unfavourably with longitudinal studies. when 
concern focuses on the processes involved in the 
design, use and effects of budgetary control sys- 
tems. Note that all these processes have a tem- 
poral dimension. Moreover, questionnaire sur- 
veys are unlikely to provide valid information 
about confidential and sensitive variables such 
as those involving political, irrational and/or dys- 
functional behaviours (see Moser & Kalton, 
1979, for support, and Collins et al., 1987, for a' 
contrary view ). As these behaviours are likely to 


be an important part of budgetary control sys- 
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tems (e.g. Birnberg et al., 1983; Dent, 1986) it 
follows that a change in data collection method 
is required if information is to be gathered about 
the interactions and dynamics through which 
supervisory styles emerge and their effects are 
produced. The confidential, sensitive and dy- 
namic nature of the phenomena suggests that 
data collection might best proceed using in- 
depth case studies. 


In addition, the value of questionnaire surveys- 


is, in part, dependent on the validity of variable 
measures. In the supervisory style literature, 
questions arise in relation to several measures. 
For illustrative purposes the following will 
examine, in turn, measures of supervisory style 
: and overall job performance. 

The arguments supporting Hopwood’s 
(1973) hypotheses about the effects of supervis- 
ory style critically depend on both the extent 
and manner of budget use in performance 
evaluation. As previously indicated, these two 
dimensions of budget use were related in his 
study. Accordingly it was only necessary for the 
measure of supervisory style to focus on one of 
these dimensions — the extent of budget use. 
Significantly, recent studies often use this mea- 
sure of supervisory style without examining 
whether both the extent and manner of budget 
use are linked. Given that these two dimensions 
may be unrelated in the latter studies, a con- 
struct validity threat exists in relation to super- 
visory style. As Brownell (1985) observed, fail- 
ure to capture differences in the extent and man- 
ner of budget use could explain why the 
hypothesized effects of supervisory style were 
not confirmed in his study. More generally, this 
construct validity threat can be added to the list 


of plausible explanations for conflicting results. 


in the supervisory style literature (e.g. compare 
Hopwood, 1973, and Otley, 1978, or Brownell, 
1982, and Hirst, 1987). 

As indicated above, overall job performance is 
an ambiguous construct. Simply asking survey 
participants to rate their overall job perform- 
ance is problematic because of interpretation 
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difficulties. Respondents have discretion in judg- 
ing the relevant dimensions of performance to 
be included in the overall judgement, the rela- 
tive importance of such dimensions, the stand- 
ard or benchmark level for assessing perform- 
ance on each dimension, and the time period 
over which the rating is made. As a consequence, 
the comparability of responses becomes ques- 
tionable, and the relation of these responses to 
the indepedent variables, such as supervisory 
style, becomes unclear. 

Although some studies have attempted to ad- 
dress these issues (e.g. Govindarajan, 1984; Gov- 
indarajan & Gupta, 1985; Collins et al., 1987), 
construct validity tests are rare in the supervis- 
ory style literature. And even though hypothesis 
testing jointly tests the validity of measures, care 
is required in assessing the extent to which em- 
pirical studies are connected with underlying 
theory. 

Another characteristic of empirical studies 
that weakens hypothesis testing (and cross study 
comparability of results) is range restriction in 
variable measures. This occurs where the range 
of variable values is not sufficient to match the 
requirements of theory or, in the context ofa re- 
plication, does not match the range of variable 
values observed in previous studies. In the 
supervisory style literature, many theory state- 
ments are expressed in terms of extreme values 
(i.e. high/low) for the focal variables (e.g. Hirst, 
1981; Brownell, 1982; Govindarajan, 1984). Yet 
it is rare (e.g. Hirst, 1983) to find a concern for 
ensuring that variable measures correspond to 
these extreme values. If observed ranges of vari- 
able scores do not encompass high/low values, 
then there is an uncoupling of the link between 
theory and related empirical tests.'° 

Although range restriction is potentially an 
important problem for sensitive variables such 
as self-rated performance and dysfunctional be- 
haviour, it can also be a problem for measures of 
supervisory style. For example, the “non-ac- 
counting” supervisory style was the most preva- 
lent style in Hopwood’s (1973) study, and ac- 


Brownell (1988) remains unconcerned about range restriction because he is prepared to extrapolate (typically) linear 


relationships outside the observed empirical ranges of scores. 
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cordingly was an important style affecting his 
results. Yet this style was virtually non-existent 
in Otley’s (1978) study (see also Imoisili, 1985, 
for a similar problem). In the absence of the full 
range of supervisory styles, Otley’s study can 
provide only limited tests of hypotheses which 
examine the effects of supervisory styles. More- 
over, Otley’s study can only provide a limited re- 
plication of Hopwood’s study. This is an import- 
ant observation because much of the recent lit- 
erature has attempted to explain, on other 
grounds, the apparent failure of Otley to repli- 
cate some of Hopwood’s results (Brownell, 
1987b). 


Omitted variables may also cause an uncoupl- 


ing of the link between theory statements and 
empirical analysis. As shown in Fig. 1, the effects 
of supervisory style are potentially dependent 
on several variables, including task uncertainty, 
budget participation, job function and so on. 
However, due to measurement and statistical 
modelling issues, as well as the cognitive limits 
of researchers, no study attempts to include all 
of the relevant variables. Again this is probably 
the norm for most empirical studies in the social 
sciences. Ultimately, however, the potential 
problem created here is one of internal validity. 
Yet it is rare for studies in the supervisory style 
literature to confront this problem and seriously 
consider alternative explanations for results. For 
example, Brownell (1982) found that the effects 
of supervisory style (called budget emphasis) on 
overall job performance were moderated by 
budget participation. These results were 
explained in terms of the motivational effects as- 
sociated with an appropriate matching between 
budget emphasis and budget participation. How- 
ever, these motivational effects were not empir- 
ically examined in the study. More importantly, 
it is plausible that the pattern of results was due 
to an omitted variable, such as the difficulty level 
of budget goals. 

To explain this, assume that budget perform- 
ance was an important component of overall job 
performance in the Brownell study. Note that 
69% of the managers in this study reported that 
budget criteria were relatively important in per- 
formance evaluation. It could be argued that 
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high budget emphasis and high budget participa- 
tion provide both the incentive and, to some ex- 
tent, the opportunity for managers to secure at- 
tainable, or even slack, budgets. If so, then con- 
sistent with Brownell’s findings, a positive rela- 
tion would be expected between budget partici- 
pation and job performance where budget em- 
phasis is high. However, note that the explana- 
tion is now in terms of a manipulation of budget 
criteria and not improved motivation and actual 
performance. In contrast, where budget em- 
phasis is low, there is no incentive to manipulate 
budget estimates. Accordingly, no relation, as re- 
ported by Brownell, is expected between 
budget participation and job performance 
where budget emphasis is low. 

Although the number of alternative plausible 
explanations (APEs) for a given set of results 
might be large, some are more likely than others. 
In the case cited above, for example, the prior 
work by Hopwood (1973 ), and toa lesser extent 
Otley (1978), suggests that the dual role of 
budget participation (i.e. motivation versus data 
manipulation) might have been anticipated. Sig- 
nificantly, the prior illustration is not an isolated 
case. For example, consider the role of budget 
participation in providing an APE for the results 
provided by Hirst (1983). Lastly, the identifica-' 
tion and analysis of APEs is important, not only 
because of internal validity threats, but also 
because they can suggest quite different design 
implications for a given set of results. 

The final factor that can weaken the link be- 
tween theoretical and statistical analyses is the 
choice of test procedure. Often there are alter- 
native ways to analyse a given data set. Although 
the mode of analysis chosen (including test 
statistics) may have little effect on the conclu- 
sions of a study, some analyses provide a more 
powerful or direct test of the related theory. To 
illustrate, consider the study by Brownell 
(1985), which contains at least three important 
propositions. First, Brownell provides extensive 
theoretical and empirical support for the prop- 
osition that (in general terms ) effective control 
system design depends on environmental uncer- 
tainty. Second, he proposes that organizational 
divisions (i.e. marketing and research and de- 
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velopment) vary in terms of environmental un- 
certainty. Third, given these propositions, he 
proposes that effective control system design 
depends on the type of organizational division. 
The subsequent empirical analysis focuses on, 
and supports, propositions two and three. How- 
ever, a full examination of proposition one, 
which provides the most immediate test of the 
theory underlying the study, was never attemp- 
ted." This is surprising because first, the data 
was available to test this proposition, and 
second, support for propositions two and three 
does not imply support for proposition one. If 
proposition one could not be supported by the 
data, then it would be necessary to develop an al- 
ternative explanation for why the effectiveness 
of control system design varied across organiza- 
tional divisions. Future studies might exercise 
some care to ensure that statistical tests are 
closely connected with related theory. 


DIRECTIONS FOR FUTURE RESEARCH 


Although several suggestions for further re- 
search have been made above, it is useful to iden- 
tify some specific areas worthy of further atten- 
tion. First, as indicated above, supervisory style 
is not a unidimensional variable. Styles differ in 
terms of time horizons as well as the extent and 
manner of budget use in performance evalua- 
tion. Moreover, differences in the manner of 
budget use can be distinguished. For example, 
Hopwood (1973) emphasized evaluative and 
problem oriented approaches, whereas Argyris 
(1952) and Kenis (1979) focused on needling/ 
punitive uses of budgetary performance mea- 
sures. Descriptions of the various supervisory 
styles are needed, as well as an examination of 
their relations. 

Second, little is known about the processes by 
which the effects of supervisory style are ob- 
tained. These processes may weli depend on the 


particular dimension of supervisory style in 
focus. For example, role theory might be import- 


ant in explaining the behavioural effects of an 
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uncompromising use of budgetary criteria in 
performance evaluation. In contrast motivation 
theory might be more important in explaining 
the effects of a needling supervisory style. In 
either case, future studies might examine the 
more immediate outcomes of supervisory style 
(such as role conflict and ambiguity, and the di- 
rection and level of effort) in order to increase 
our understanding of the processes associated 
with supervisory style. 

Third, an analysis of the effects of supervisory 
style also requires a more detailed examination 
of moderator variables. In this context, for 
example, the ambiguous role of budget prepara- 
tion has long been recognized in the literature 
(Hopwood, 1973), and remains unaddressed. 

Fourth, although previous studies have 
examined a wide range of outcome variables, 
apart from Argyris (1952), little attention has 
been given to the effects of supervisory style on 
the formation of groups and its related role in 
creating and reinforcing differentiation among 
groups. These are important outcomes because 
group norms can be significant determinants of 
individual behaviour. Moreover, the joint study 
of supervisory style and group norms brings to- 
gether two of the main control mechanisms in 
organizations. In addition, an examination of the 
differentiation effects brings into focus the gen- 
eral problems of integration and co-ordination 
in Organizations. 

Fifth, opportunities exist for further analyses 
of the antecedents of supervisory style. An im- 
portant issue concerns the effects of multiple 
contingencies on supervisory style. For 
example, given the studies by Otley (1978), 
Govindarajan (1984) and Imoisili (1985), what 
are the likely effects of both tight economic envi- 
ronments and uncertain environments on the 
“selection” of supervisory style? What is the role 
and nature of choice in this selection process? 
More generally, studies might investigate the ef- 
fect of social/cultural factors on the emergence 
of supervisory style (e.g. Brownell, 19872 ). Simi- 
larly, little is known about the role of govern- 
ment in promoting supervisory style. An in- 


"Even so, a partial examination was provided by Brownell (1985). He investigated the moderating effects of two (out of 16) 


items that were used to measure environmental differences. 
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teresting possibility is that new governments, for 
various reasons, may promote the financial ac- 
countability of public organizations. As a conse- 
_ quence, an opportunity (or perhaps, an impera- 
tive) is created for budgetary control systems 
(and associated supervisory styles) to adopt a 
higher profile in such organizations. Finally, 
studies might focus on intra-organizational fac- 


tors such as organizational level (Argyris, 1952; 


Peterson, 1984), the contagion effect (Hop- 
wood, 1973), task, function and the role of dif- 
ferentiation among groups (e.g. financial con- 
trollers and supervisors — see Argyris, 1952) in 
explaining the emergence of supervisory style. 
Note that while supervisory style is affected by 


` factors such as differentiation and task charac- 


teristics, supervisory style, in turn, can affect 
these same factors. Accordingly, an examination 
of the causes and/or consequences of supervis- 
ory style needs to extend beyond analyses of 
simple bivariate relations. 

Sixth, and lastly, while survey methods have 
their advantages, our limited knowledge about 
the processes involved in both the emergence of 


supervisory style and their associated effects, 


coupled with the sensitive nature of the 
phenomena in focus, suggests that descriptive 
case studies are likely to be beneficial. Such 
studies might focus on descriptions of the array 
of supervisory styles; where, in organizations 
(i.e. level, task, job function), are alternative 
styles used and how supervisory styles relate 
with other controls (are their patterns of con- 


trols — see for example, Rockness & Shields, 
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1984; Merchant, 1985); and the causes and con- 
sequences of changes in supervisory style (in 
contrast with the typical cross-sectional, ques- 
tionnaire studies ). 


CONCLUSION 


There is little doubt that supervisory style is 
an important predictor of different psycholog- 
ical and behavioural responses. Yet, as an analy- 
sis of the related literature shows, there is only a 
limited understanding of the processes which 
give rise to a particular supervisory style and the 
way a particular style affects behaviour. The pre- 
sent review indicates that the use made of ac- 
counting information in performance evaluation 
is neither a simple nor inevitable consequence 
of its availability. An attempt has been made to 
highlight the factors that potentially influence 
the “choice” of supervisory style. Similarly, the 
effects of this choice on behaviour are neither a 
simple or inevitable consequence ofa particular 
supervisory style. The effects of supervisory 
style must be filtered through several moderat- 
ing variables. In addition, recall that supervisory: 
style is only one of the means of influence and 
control in organizations. Accordingly, its effects’ 
must also be filtered through other administra- 
tive, social and self controls which are also 
operative in organizations. In attempting to un- 
derstand the effects of supervisory style, our 
task, in part, is to explain this filtering process. 
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THE ROLES OF ACCOUNTING INFORMATION SYSTEMS IN AN ORGANIZATION 
EXPERIENCING FINANCIAL CRISIS* 


MAHMOUD EZZAMELt 
University College of Wales, Aberystwytb 


and 


MICHAEL BOURN 
University of Southampton 


Abstract 


This paper uses an extended normative model and a longitudinal case study to explore the roles of 
Accounting Information Systems (AIS) in organizations facing financial crises. The analysis reveals that the 
model offers important, but partial explanations of the roles of the AIS in organizations. In particular, during 
the early phases of the crisis the AIS did not appear to possess the requisite qualities for effective pro-active 


nor responsive crisis management., A fuller understanding of these roles requires researchers to appeal to 


more empirically grounded models. 


Many organizations face crises of various types, 
eg. managerial, production, marketing, and 
financial, which are generated either internally 
or externally. Crises frequently have a major im- 

, pact on organizational participants, and on the 
wider organization set, including suppliers, cus- 
tomers, competitors, and the society at large. 
They also pose a major challenge for manage- 
ment and for information systems. The purpose 
of this paper is to explore the roles of Account- 
ing Information Systems (AIS) in situations of ex- 
ternally generated financial crises. 

The roles of AIS in a crisis situation are little 
understood. In part, this is because interest in 
the study of crisis by academics is either lacking 
or fairly recent. Thus, neither traditional 
theories of decision making, such as game 
theory, dissonance theory and economic theory, 
nor some of the more recent theories, such as 
satisficing and incrementalism'™ theories, 
explicitly focus on the study of crisis. Other 
theories have expounded on the inevitability 
and importance of crises relatively recently, as in 
the case of psychotherapy theories (e.g. Erikson, 


1959; Dobrowski, 1964), communication 
theories (e.g. Deutsch, 1963), international poli- 
tics (e.g. Hermann, 1972), and organization 
theory (eg. Mintzberg, 1973; Khandwalla, 
1978). The growth of interest in the study of 
crises in the above disciplines needs to be 
matched by a similar interest in the accounting 
discipline. 

According to Hermann (1972, p. 13), “a crisis 
is a situation that (1) threatens high-priority 
goals of the decision-making unit, (2) restricts 
the amount of time available for response before 
the decision is transformed, and (3) surprises 
the members of the decision-making unit by its 
occurrence.” This definition identifies three 
main elements the perceptions of which are 
common to crises: threat, time pressure, and sur- 
prise. 


loss (the discrepancy between an existing state 
and a desired high priority goal) and probability 
of loss (Robinson, 1972). The severity of the 
threat generally has a significant influence on the 
course and outcome of the crisis, and on the 


"The authors gratefully acknowledge many constructive comments made on earlier drafts of this paper by neon 


Hopwood, Richard Macve, and two anonymous reviewers. 
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actions taken to deal with it (Roberts, 1988). 
Time pressure ‘refers to the gap between the 
time available and the deadline for decision (Bil- 
lings et al 1980). It is likely to increase in situa- 
tions of greater perceived threat, and is also a 
function of the cognitive and personal traits of 
decision makers (Holsti, 1978; Smart et al, 
1978 ). Surprise refers to a crisis induced sudden 
or abrupt change which disrupts the organiza- 
tion. It can arise because of failure of decision 
makers to anticipate the crisis, but frequently it 
is caused by failure of the intelligence system in 
screening the environment, and in gathering, 
processing and reporting relevant information. . 

Turner (1976) has indentified six phases of a 
Crisis: 

(1) Notionally normal starting point: this 
phase is characterized by culturally accepted be- 
liefs and norms expressed in procedures and 
codes of practice which have been effective in 
the past. 

(2) Incubation period: unnoticed sets of 
events that are inconsistent with accepted wis- 
dom gradually accumulate but they are 
obscured by strong faith in traditional wisdom. 
Some individuals with the requisite information 
and foresight may perceive the impending crisis, 
but their perceptions are not immediately 
shared by all other organizational members. 

(3) Precipitating event: the crisis comes forci- 
bly to the attention of decision makers. Partici- 
pants become aware that the crisis has incubated 
and is only now being perceived. 

(4) Onset: the direct consequences of the 
crisis become more fully recognized by an in- 
creasing proportion of organizational members. 

(5) Rescue and salvage: rapid ad boc redefin- 
itions of the situation are developed by organiza- 
tional members so that the most crucial features 
of the crisis are identified, and rescue and sal- 
vage work is carried out. 

(6) Full cultural readjustment: once the im- 
mediate consequences of the crisis have been 
coped with, a full cultural assessment of previ- 
ously accepted beliefs, norms, procedures, and 
codes. of practice is undertaken, with the aim of 
improving the organization’s ability to cope with 
future crises. 


MAHMOUD EZZAMEL and MICHAEL BOURN 


We group these phases into three categories. 
Pre-crisis management (phases 1 and 2) is aimed 
at the early anticipation and prevention or aver- 
sion of crisis. Real time-crisis management (ph- 
ases 3, 4 and 5) is adaptive and aims to guide the 
organization through the crisis. Post-crisis man- 
agement (phase 6) involves transition to a new 
state by readjustment, adaptation, and change. 

AIS can play a major role in shaping the per- 
ceptions of decision makers in relation to each of 
the crisis elements, as well as in relation to crisis 
management. By gathering relevant intormation 
about the magnitude of the crisis and its impact 
on the organization, AIS can influence the calcu- 
lations of the value of the possible loss and the 
probability of the loss associated with the crisis. 
Similarly, by scanning the environment, gather- 
ing early warning indicators, processing and re- 
porting these indicators quickly, AIS can reduce 
perceived time pressure and surprise, and at the 
margin can help the organization prevent crises 
altogether. Conversely, inappropriate AIS can 
precipitate crises by failing to provide early 
warnings, by screening out relevant information, 
and by the untimely reporting ofrelevant events. 

Once crises occur AIS have an important role 
to play in facilitating crisis management. Crises 
are of a dual nature: as well as being times of 
danger they are also periods of opportunity. As a 
result, crisis management has a schizophrenic 
quality because it aims to avoid danger while tak- 
ing risks to exploit opportunities (Gilbert & 
Lauren, 1980; Roberts, 1988), It often involves 
inducing significant shifts in priorities and per- 
ceptions which rely on information. If they pos- 
sess the requisite characteristics, AIS can en- 
hance organizational abilities to buffer the im- 
pact of crises and to cope effectively with them 
(Smart et al, 1978). They can contribute to the 
engineering of requisite shifts in priorities and 
perceptions, and to the preparation of contin- 
gency plans needed for crisis management ( Mil- 
burn, 1972). In this sense, AIS represent an im- 
portant adaptation mechanism. 

This paper elaborates on these roles using a 
longitudinal case study of an organization which 
faced a serious crisis in the form of imposed cuts 
in funding. Data was collected using the “par- 
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ticipant observation” approach and through ac- 
cess to various internal documents. The resear- 
chers attended several meetings, and talked at 
length to many organizational participants with 
diverse specializations, backgrounds, job titles, 
and lengths of services. After the data was col- 

lected it was subsequently checked for consis- 
| tency with some of the organization’s particip- 
ants. 

The remaining part of the paper is organized 
into six sections. The first section contains a de- 
scription of the research framework used in the 
paper. The second section explains the salient 
feature of the case study. The following three 
sections trace out the roles played by the AIS 
during the pre-crisis period, the real time-crisis 
period, and the post-crisis period respectively. 
The last section contains our main conclusions. 


THE RESEARCH FRAMEWORK. 


This paper is informed by the framework de- 
veloped by Earl & Hopwood (1980) and Bur- 
chell et al. (1980) which draws on the work of 
Thompson & Tuden (1959) in identifying vari- 
ous roles for AIS." Two dimensions are used: (i) 
the degree of uncertainty about organizational 
objectives, and (ii) the degree of uncertainty of 
cause and effect relationships related to organi- 
zational actions. The requisite roles of the AIS 
are those which match adequately the prevailing 
organizational characteristics. 

Given low uncertainty of both objectives and 
cause and effect relationships, there is potential 
for decision making by computation. Choice 
situations are programmable, decision making is 
structured, and algorithms, formulae, and rules 
can be derived to solve problems by computa- 
tion. The AIS should thus operate as an “answer 
machine” providing simple investment appraisal 
methods, stock control systems and credit con- 
trol routines. 
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When objectives are clear but the cause and 
effect relationships are highly uncertain deci- 
sion by judgement is most appropriate as various 
decision makers evaluate possible outcomes in 
the context of highly certain objectives. Deci- 
sion makers would need to explore problems, 
ask questions, analyse what can be analysed, and 
finally make judgements. In this case the AIS ` 
should operate as a “learning machine” by offer- 
ing enquiry facilities, sensitivity analyses, and 
what-if models. 

With low uncertainty of cause and effect rela- 
tionships but high uncertainty about objectives 
decision making by compromise is called for. 
Uncertainty of objectives is manifest in conflicts 
in values and interests of various participants. 
The decision making process becomes highly 
political, involving discussion, problem-sharing, 
and channelling of communication towards- 
polemics in order to reach compromise. This 
calls for the AIS to operate as “dialogue 
machines” by providing relevant information 
processing which includes “think-tanks”, infor- 
mation centres, and consultative processes. 

With high uncertainty on both dimensions, 
decision making becomes “inspirational”. This 
calls for the AIS to operate as an “idea machine”, 
providing multiple streams of thought, Delphi 
processes, and experience sharing in order to 
encourage creativity. 

It is possible to match the crisis phases with 
the above roles of AIS. During the pre-crisis 
period, organizations facing high certainty of ob- 
jectives should operate their AIS as answer or 
learning machines depending on the levels of 
uncertainty of cause and effect relationships. As 
these organizations drift into crises, greater un- 
certainty over objectives and cause and effect re- 
lationships creeps in. Hence, AIS would be called 
upon to operate as a hybrid of dialogue and idea 
machines. During the post-crisis period uncert- 


' Despite the inherently compelling grounded theory argument of letting the data “speak freely for itself”, the use of an a 
priori analytic framework is useful for several reasons. First, without 2 coherent framework it will be difficult to organize, and 
make sense of, the narrative observations. An a priori framework yields preconceived expectations which can be used to dis- 


tinguish between events and non-events. Second, it is difficult to imagine how one can 


a research site without a 


theory, even if a rather crude one, given that perception is a prestructured process (Neisser, 1976). Third, by having an a 
priori framework, the case study can be used not only to generate new hypotheses but also to test existing ones (Argyris, 


1979). 
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ainty on both dimensions diminishes signifi- 
cantly and AIS revert back to operate as answer 
and learning machines. But the above frame- 
work remains less helpful because it is not spec- 
ifically aimed at crisis situations. In order to de- 
velop the framework further, we consider the 
normative roles of AIS in relation to organization 
strategies for dealing with crises. 

During the pre-crisis period AIS should ex- 
tend their learning machine role by acting as 
early warning systems. AIS should develop the 
requisite techniques for scanning the environ- 
ment, and for gathering and processing early 
warning indicators about potential crises. Crisis 
prevention or aversion requires quick response 
by management. AIS should generate the cues 
needed for predicting the timing, magnitude; 
impact and location of crises. They should em- 
phasize the gathering and processing of informa- 
tion relating to unfamiliar discontinuities and in- 
crease the awareness of decision makers of the 
importance of weak information signals. Ansoff 
(1977) has pointed out that organizations 
should improve their responsiveness to poten- 
tial crises by minimizing the gap between 
information available in the environment and in- 
formation gathered. AIS should encourage im- 
aginative scenario building of potential crises, 
formation of special intelligence groups, de- 
velopment of contingency plans with sensitive 
trigger mechanisms, and expert judgement, 
such as Delphi as parts of the repertoire of proac- 
tive crisis management (Ansoff, 1979; Smart & 
Vertinsky, 1977). Similarly, rapid-acting feed- 
back loops can contribute to the timely discov- 
ery of the onset of a crisis (Milburn, 1972). Such 
qualities of AIS can improve the organization’s 
decision readiness. As Milburn (1972, p. 268) 
has observed: “Some crises never reach public 
knowledge because they have been handled so 
swiftly and so discreetly”. 

In the context of real time-crisis management, 
the requisite roles of AIS relate to improving the 
quality of organizational experimentation and 
adaptation. During that stage, management 
needs to engage in crisis-focused strategies in- 
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cluding rationalizing resources, exploiting op- 
portunities, making explicit the assumptions 
underlying perceptions and behaviour, unlearn- 
ing past practices, and managing new ideologies 
aiming to encourage decision makers to break 
with precedents (Starbuck et al, 1978). These 
strategies have to be pursued in the face of high 
levels of ambiguity and uncertainty. This calls for 
AIS to evolve several specific characteristics by 
sharpening and extending their roles as idea and 
dialogue machines. 

As crisis situations are complex and ambig- 
uous, they require novel responses which are 
guided frequently by qualitative criteria (Holsti, 
1978). AIS should thus develop qualitative 
oriented data for crisis management. Further, to 
encourage experimentation AIS should employ 
heuristics in the reassessment of the probability 
of loss associated with the crisis indicating 
whether relevant information is being disre- 
garded or whether dramatic, isolated informa- 
tion is given too much weight (Milburn et af, 
1983a; 1983b).” 

Crisis situations are characterized by two in- 
formation-telated phenomena (Hermann, 1963; 
Holsti, 1978). The first is the reduction in the 
total number of communication channels as a 
consequence of greater centralization of deci- 
sion making, greater time pressure, increased 
stress of decision makers, greater intraorganiza- 
tional conflict, and withdrawal behaviour of 
some organization units. The second is in- 
creased information overload which arises in 
part because of the decrease in the number of 
communication channels and in part as the 
search intensifies for information with direct 
bearing on the situation. These two problems 
combined can result in information distortion 
and ineffective decision making. It is crucial that 
AIS evolve mechanisms for dealing with these 
problems such as improving the AIS’s informa- 
tion processing capabilities and reducing and 
sharpening information flow (Galbraith, 1972). 

The first alternative involves further refine- 
ments and higher levels of sophistication in AIS 
(Khandwalla, 1978) such as the establishment of 


? Unlike algorithms, which are not appropriate in crisis situations, heuristics offer no guarantee for a solution. Rather, they 


merely increase the probability of a solution. 
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additional communication channels which cut 
across the organization hierarchy and others 
which are directly linked to the environment or 
to multiple sources of the same information 
(Smart & Vertinsky, 1977). Further, improved 
quality of decision making can lead to improve- 
ments in information processing efficiency: 
since better quality decision making uses ap- 
propriate information, it requires less informa- 
tion (Smart et al, 1978). The second alternative 
involves the use of procedures such as identify- 
ing and eliminating trivial distractions, filtering 
out irrelevant information, and developing 
agenda of priorities. Special information quali- 
ties for crisis situations can be developed, “em- 
phasising data compression through effective 
sampling techniques and coding and flagging 
only those critical trends above a given 
threshold” (Smart & Vertinsky, 1977, p. 651). In- 
formation overload can also be reduced through 
increased use of information sharing and inte- 
grated information. 

Crises frequently create new situations re- 
quiring communications which do not fit readily 
into established moulds. Further, discontinuities 
caused by crises require realignment of re- 
sources, roles and functions which interrupt 
regular ccommunication networks. As a result, 
established standard operating procedures 
(SOP) become uneconomical and/or inapprop- 
riate. There are two possible means for dealing 
with these problems (Smart & Vertinsky, 1977). 
The first involves expanding the repertoire of 
programmed solutions to include more contin- 
gencies and special cues for triggering new 
automatic programmes for dealing with crises. 
This, however, will be successful only in the case 
of predictable crises. To cope with unpredict- 
able crises, higher levels of individual discretion 
need to be introduced into SOP in order to 
afford decision makers greater flexibility. 

During the post-crisis period the organization 
should augment its AIS by increasing its surveil- 
lance capabilities, and improving its planning 
mechanisms so that perceived levels of future 
crises are reduced (Milburn et al, 1983b). AIS 
should also improve the management of future 
crises in two respects. First, they should facili- 
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tate the timely gathering of information close to 
the point where decisions are made and im- 
plemented. Second, they should facilitate the 
use of centralized decision making, when 
needed, but with sufficient information. In gen- 
eral, during this period the organization will op- 
erate in the face of lower levels of uncertainty. 
Consequently, there will be greater need for 
formal planning and monitoring mechanisms, 
and greater reliance on SOP. The roles of AIS 
should revert back to those of answer and learn- 
ing machines. 


UNIVERSITY X AND THE FINANCIAL CRISIS 

Pre-crists period 

In the context of the UK, University X is of 
above average size, with strong student demand 
and research record. It was founded in the 
middle of the 19th Century as an educational in- 
stitute. In the 20th Century it becamed a Univer- 
sity College, and by the 1950s it had been 
granted a charter. The governance structure of 
University X contained various committees and 
administrative arrangements. At the apex stood 
the University Court to which Council and, indi- 
rectly, Senate were accountable. Each of Council 
and Senate had its specific Committees with 
Joint Policy Committee (JPC) being shared by 
both bodies. JPC was expected to be “the major 
originator of university policy”. It had a small 
sub-committee called Budgets and Develop- 
ment (B&D) consisting of the Vice Chancellor 
(VC), his two deputies (DVCs), and the Secret- 
ary and Registrar. B&D was expected to under- 
take “the close scrutiny of major proposals and 
financial matters, making recommendations 
which are normally rubber-stamped by JPC and 
passed for similar treatment by Senate”. B&D 
was recognized as “an apparently minor body 
but, because ofits composition, very powerful.” 

The Finance Committee came under Council 
and met four times a year on the morning of the 
day Council met. Its terms of reference were: (i) 
“to decide on the allocation of the University’s 
financial resources” within the guidelines laid 
down by JPC, (ii) “to consider, approve and take 
action on ali matters relating to the financial 
management of the University”. The Chairman 
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of the Committee had discretion to deal with 
non-recurrent expenditure up to a stated level 
per item. 

The administrative arrangements of Univer- 
sity X were headed by the Secretary & Registrar, 
under the VC. They included such functions as 
staffing, works and buildings, administration, 


and finance, the latter dealing with budgeting’ 


and accounts. It was headed by a finance officer 
and had attached to it an accountant in each 
Faculty who serviced three or more groups even 
though this may have posed problems of per- 
sonal identity (Tomkins & Groves, 1983). 

The student intake of University X grew from 
just below one thousand students in the early 
1950s to just over six thousand by the early 
1980s. This expansion was in line with the 
growth of the UK University system in response 
to the national policy embodied in the Robbins 
Report (Robbins, 1963), which proclaimed the 
goal of a place for every qualified student wish- 
ing to attend University. In the mid-1970s the 
real rate of growth slowed over a period of five 
years, and there were signs that severe financial 
limits were to be imposed on the University sec- 
tor in the UK (Scott 1984). Yet, University X had 
deliberately planned to overspend by about 2% 
p.a. over the period 1979-81, and in fact exceed- 
ing this noticeably: 

1980/81 was the third year of a planned programme of 
over-expenditure. This was embarked upon consciously 
in the light of the view of the UGC (University Grants 
Committee) and the Treasury at that time that univer- 


sities were keeping too mach money in their reserves 
(the VC's open letter to the staff of University X). 


A detailed report intended to be about the 
University’s Academic goals was produced in 
1980. The report invoked four criteria in asses- 
sing the performance of academic departments: 
“the research and teaching record of a depart- 
ment, the development potential, the utility and 
cultural value ofa subject and the link with other 
disciplines”. It also recommended the expan- 
sion of some ‘departments vis-à-vis others, 
getting rid of “dying or dead wood” academic 
members, and adopting a “vigourous policy of 
recruitment’. This caused various protests from 
those who felt threatened by the report, since “If 
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the authors of the report have made mistakes 
about what was wrong with the University, 
could they not equally have been mistaken 
about what is right?” 

The VC of University X, along with the VCs of 
other UK Universities; received a letter from the 
Chairman of the national University Grants Com- 
mittee (UGC) dated 30 December 1980 in 
which he indicated that: 


the potential reduction for the academic year 1981/2 
may be of the order of 5 to 6% ... The Committee invites 
universities to undertake their planning for 1981/82 
academic year on the basis that the relevant grant alloca- 
tions for many universities will not be sufficient to enable 
them to maintain all existing commitments —- with the 
consequence that some reduction in the present level of 
activity will be inescapable even tee new Seyeopmeny 
are planned. 


Real time-crisis period : 

In July 1981 a 15% cut in resources was 
spread differentially across the UK high educa- 
tion system over three years. University X lost 
about 11% ofits funds but retained the same per- 
mitted student targets. University X also had to 
save its own prior overspending. In an open 
letter issued by the VC in September 1981“to all 
members of the University he stated: 


“X” will face a deficit in real terms of £2.4m in 1981/82; - 
the annual deficit will increase to £3.6m (again in real 
terms) in 1983/84. The revenues reserves we have, cven 
if mobilised for general use, would as a result disappear in 
six months’ time if expenditure were to continue at that 
level ... Such a severe cutback can be achieved only by 
reducing staff numbers. A preliminary estimate suggests 
that to achieve that balance, the University will have to 
make 50—80 teaching staff and 100-175 non- teaching 
staff redundant by 1983/84. 


As an immediate interim measure all of the 
1981/82 budgets were abated by 6% for Faculty 
groups and 8% for others. Indications were 
given that balances brought forward might be 
frozen. Budgetary groups were required toshow 
how they would meet these reductions in fund- 
ing. In October 1981 the B&D Sub-Committee 
produced a document, called a “Strategy for the 
early Eighties” (B&DI), which projected a series 
of “selective” cuts on specific items given low 
priority. Further “differential” cuts on each 


budgetary group were proposed: 
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We therefore concluded that we had no alternative but to 
suggest differential reductions (beyond the 6% already 
adopted by the University) in our central academic 
activities, with the consequent implications of reduc- 
tions in staff. 


The worst-hit academic group received a prop- 
osed cut more than 4 times the proportionate 
amount of the least-hit (36% against 8.5% ) out 
of a much smaller absolute level of funding anda 
much smaller unit cost. It was stated that staff re- 
ductions would fall pro rata on academic and 
support groups. Some, at least, would have to be 
compulsory redundancies, even if a satisfactory 
scheme could be devised to fund voluntary 
severances, since the “management interest” 
might cause some voluntary severance applica- 
tions to be rejected, “we must assume that en- 
forced redundancies will nonetheless be neces- 
sary in all Faculties for both academic and non- 
teaching staff, and in most other budgetary 
groups for non-teaching staff”. Budgetary 
groups were given 24 days in which to develop 
criteria for determining who should be made re- 
dundant, or the decisions would be made by the 
Council following recommendations from the 
B&D Sub-Commi ttee. Further, the names of staff 
to be made redundant were to be submitted to 
the Council meeting 14 weeks later. Some 
suggestions for modest additions to revenues 
were made. 

Restructuring on top of cuts, and a perceived 
flouting of employment conditions, caused an 
immediate and widespread crisis of confidence 
in the University. There was, however, a strong 
tendency to divide along sectarian lines accord- 
ing to the severity of the cut proposed for the 
various budgetary groups. Those who broke 
‘ranks tended to be thought ofas traitors by those 
of extreme sectarian Views, particularly if fuelled 
by broadly-based Government pronouncements 
on the relative merit of sub-unit areas. 

Within one week, six members of a disadvan- 
taged Faculty produced an independent assess- 
ment of the financial position which they 
claimed was based on normal accounting and ac- 
. tuarial practice. They offered an Alternative 
Strategy, based on using reserves, (“( which) we 
calculated ... to be at least 4 million and not 


the £1.5 million figure contained in the Sub- 
Committee Report)”, cutting non-wage expend- 
iture, increasing revenue, and allowing time for 
natural wastage and voluntary early retirement 
to take place . Compulsory redundancy was “not 
the first, but the last resort”. 

Other individuals circulated further altern- 
ative strategies the main thrust of which was to 
mitigate the perceived damaging effects of com- 
pulsory redundancies. In a similar vein several 
members of University X expressed their grave 
concern over the nature of the proposals of 
B&DI, the failure to consider alternative strate- 
gies, the lack of proper consultations before the 
report was finalized, and the failure to acknow- 
ledge the counterproductive consequences of 
compulsory redundancies. The following com- 
ment was typical: 

So now we know what they talked about in those long 

tiring meetings — how to make others redundant! Or, 

more particularly, how to present unacceptable, often 
unnecessary, cuts as if they had been reached by some 
logical and reasonable process. 


In the light of all this the JPC resolved that 
further consideration of B&DI be deferred for 
one week, and that in the meantime the B&D 
Sub-Committee be asked to meet the authors of 
the “Alternative Strategy” to discuss in detail, 
and clarify, the alternative views and to identify 
areas of common ground with particular refer- 
ence to compulsory redundancies. That meeting 
took place and a report was then submitted to 
the additional meeting of the JPC which was 
held a week later, and after deliberation the 
proposed cuts were carried by the Chairman’s 
second and casting vote. The VC commented 
that the result of the vote was “a clear demon- 
stration of the deep division of opinion through- 
out the University as well as in the Committee”. 

Following the rapid formation of an ad boc 
coalition between disadvantaged groups B&DI 
was rejected by Senate, which advised Council 
to review further the proposed cuts, and the pos- 
sibility of raising further income. The B&D Sub- 
Committee was itself “afforced”, being doubled 
in size, and it met frequently and consulted 
widely. After four months a further plan (B&DI) 
was issued and eventually approved by Senate 
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and Council virtually unanimously. This based 
budget allocations on the old format, except that 
student load was frozen for three years at the fig- 
ures projected for 1981/82. Some selective cuts 
were also maintained. The overail abatement re- 
quired to effect this averaged 12.5% with select- 
ive cuts to academic budgetary groups ranging 
from 9% to only 13%. A small fund was set aside 
to afford limited special protection to some 
budgetary groups. The procedures used to cal- 
culate these allocations were published and be- 
came known as “the 29 steps”. The overall tone 
of the plan was one of compromise, even though 
in general it favoured science-based studies: 


we do not think it possible to devise a system that would 
ever meet with complete approval. The allocations 
below therefore represent a compromise solution. It re- 
fiects a deliberate reduction in the range of differential 
cuts while seeking to take into account the UGC’s advice. 


Acceptance of the new plan was materially 
assisted by the introduction of the University’s 
own voluntary severance schemes for academic 
and non-academic staff, followed later by a 
national scheme, With tight control imposed on 
appointments the new plan worked smoothly. 
By July 1984 no budgetary group had an overt 
serious financial problem. Nor had the Univer- 
sity’s reserves been run down; indeed, a surplus 
was earned over the three years 1981/2 to 
1983/4. 


Post-crisis period 

Immediately after the rescue and salvage 
phase, attention turned towards restoring some 
more sensitive system of forward planning. A 
new triennial planning system was evolved, in- 
corporating a number of important changes to 
the old system. Although there was no formal 
review of the University’s approach to, and pas- 
sage through, the crisis, a variety of informal ad- 
justments became apparent in revised strategies. 
For example, Faculties became actively and crit- 
ically aware of the dangers of running a deficit 
during a period of financial uncertainty, even in 
the face of pressing academic requirements. The 
B&D Sub-Committee retained nearly 4% of total 
funding on a pro rata basis in order to meet spec- 


ial requirements of various groups as set out in 


their triennial plans and to adjust unit costs in 
Faculties which diverged markedly from 
national averages. The updating of the load ele- 
ment in the calculations disadvantaged some 
groups which led to considerable criticism of 
the plan by those groups, and Council set aside a 
substantial sum from reserves to meet any in- 
eradicable problems arising from the operation 
of the plan. . 

The target numbers of students permitted to 
the University for Arts and Science proved to be 
an important constraint on fund switching in 
favour of Science disciplines. Given the various 
revised forecasts of student numbers in later 
years (DES, 1983, 1984; Royal Statistical Society; 
1984; AUT, 1984) this remained an important 
matter for future planning. Continuing Govern- 
ment pressure to develop technological sub- 
jects, possibly at the cost of reducing others, 
complicated this issue (UGC, 1984). 

The triennial plan of University X assumed a 
continuing decline of 1—2% per annum in unit 
cost for the next few years. Inter alta, the raising 
of external funds, particularly for research, was 
actively encouraged in order to reduce depen- 
dence on UGC funding. No published review 
was made of the position in relation to tenure, 
however. 


THE ROLES OF THE AIS IN THE PRE-CRISIS 
PERIOD 


The notionally normal starting point phase 
From the late 1940s to the mid 1970s there 
was high consensus on the objectives of Univer- 
sity X and a relatively clear perception of the 
cause and effect relationships of its actions. The 
University perceived its mission in terms of the 
expansion of its size and the prosecution of re- 
search in pursuit of academic excellence. The 
dominant culture was that of academic freedom 
which was understood to be “the intellectual 
activity of academic members of staff (and) the 
sine qua non of our corporate activity”. Know- 
ledge was deemed worth seeking for its own 
sake and financial measures were commonly 
viewed as peripheral and subservient to 
academic matters. The increase in the size of the 
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University by six fold during the period was a re- 
flection of the perceived low uncertainty it 
faced. 


Tbe AIS as an answer machine. In consistency 
with the Earl & Hopwood framework, the AIS of 
University X operated mostly as an answer 
machine. It followed the cultural norms of the 
University: it offered advice, but did not decide, 
on policy in regard to any discretionary non- 
technical matter. In essence, the AIS kept the 
books, monitored expenditure authorizations, 
and provided internal and external periodic re- 
ports. Up until 1974 the University employed a 
budgetary system through which the Centre 
allocated all resources to Departments. In 1974/ 
75 anew system of budgetary devolution was in- 
troduced in order to permit faster and more flex- 
ible responses. The new system was designed to 
increase both the power and responsibility of 
the Faculties, as sub-units were able to take deci- 
sions about work-loads, resource allocation and 
trade-offs at the operational level. It provided for 
block sums for recurrent expenditures, includ- 
ing staffing costs to be allocated annually to 
budgetary groups by the University Council on 
the recommendations of the JPC and Finance 
Committee. Equipment and capital grants were 
dealt with by other mechanisms, as were all ex- 
ternally funded activities. Budgetary groups 
were allowed to exercise virement across heads 
of expenditure. They had substantial freedom to 
act, provided they could show that they did not 
expect to incur an accumulated deficit by their 
actions. In the event of dispute about this the 
B&D Sub-Committee retained the right to refuse 
to sanction any proposed staff appointment. 
Positive balances could be carried forward inde- 
finitely, encouraging forward planning. 

Resources allocated to each Faculty were cal- 
culated as the product of “student load” and 
“unit cost per student”. Student load was de- 
rived from admission quotas, student registra- 
tions, cohort wastage-rates, and the matrix of 
cross-Faculty service teaching. Unit cost was the 
previous year’s figure multiplied up by specific 
price indices. It varied considerably between 
Faculties reflecting different discipline-related 
teaching and research methods. Changes in both 
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student load and unit cost derived mainly from 
academic consideration of new requirements. 
There was occasional ad boc review of these 
base-lines. Non-Faculty groups’ budgets were 
based on comparable mechanisms in an attempt 
to reflect the elements which drove each par- 
ticular activity. A new project fund financed by a 
small percentage tax on each budgetary group 
permitted some disproportionate shifting of re- 
sources. If the central policy-making commit- 
tees considered that the total of allocations de- 
rived by these methods was too great, then pro 
rata abatement could be applied. 

Within the Faculties, resources were allocated 
in real, rather than money, terms between 
Departments. In respect of student load, consid- 
eration of quota wastage and service teaching 
applied as before. However, the consideration of 
unit cost essentially revolved around some mix- 
tures of customs, beliefs and reasoned debate 
about student: staff ratios. These at times varied 
considerably between Departments within a 
Faculty. These two basic component measures 
were the outcome of negotiations within the 
Faculty, and were less stable over time than were 
the faculty-level figures. 

The Faculty and its Departments had to meet 
all of the directly attributable costs of employing 
staff and paying for consumables and services. 
The services of the Academic Support Groups 
and of the Service Groups were normally avail- 
able free of charge at the point of use, but were 
rationed in various ways, e.g. computing time 
was rationed by individual user. Within a Depart- 
ment, internal resource allocation and control 
were essentially matters of collegial decision 
and based on work-sharing agreement which re- 
flected informally the potential contributions of 
the staff members to the mix of teaching, re- 
search and administration undertaken. 

There was no attempt to attribute costs to in- 
dividual students. At the margin the incremental 
cost of one more student was very small. How- 
ever, in the case of overseas students and self- 
funded courses an average full cost per student 
had been estimated in order to set fees. The 
budgeting system also invoived the preparation, 
updating, and presentation of future financial es- 
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timates to the Finance Committee once each 
term. Various detailed statistics could be ob- 
tained from the system, such as the proportional 
distribution of the University budget between 
academic and service groups. Similarly, “verti- 
- cal” comparisons could be made between diffe- 
rent academic groups illuminating matters such 
as the internal division of expenditure, students/ 
staff ratios, unit costs, and planned and actual ex- 
penditure. 

The AIS was thus a reasonably ‘“well-de- 
veloped” answer machine. Yet, the system had a 
few, but crucial, limitations. The definitions it 
used for the various categories of expenditure 
were different from those used by other Univer- 
sities and the UGC. Further, the assumptions and 
conventions used varied across accounts. These 
two limitations made comparisons difficult: 


the tracing of the financial progress of the University is 
especially difficult because of the variations in the as- 
sumptions and conventions used in different accounts. 


There was also evidence of loose financial 
control. After a meeting of the University Senate 
in November 1980, in which the Secretary and 
Registrar proposed that the University should 
name a sum within which architects would be 
required to operate in producing plans for capi- 
tal projects, a Senator observed: 


amazing that unlike the humble householder, the Univer- 
sity has not fixed the limits of its budget like this before. 


The rationale underlying the costing of pro- 
jects was at times challenged. In some cases cost- 
ing statements did not account for all relevant 
items, and cost estimates were based more on 
guesswork than on careful calculations: 


Initial guesses at the price of the Undercroft conversion 
were around (4X), but apparently based on no profes- 
sional costing at all The project naturally seemed very 
good value and had many supporters, but when the true 
cost began to emerge as being three or four times that fig- 
ure, support waned. 


Communication of accounting information 
was generally considered to be lacking, or even 
non-existent. This lead to the emergence of a 
powerful grapevine system of communication. 
After a Council meeting in November 1980, a 
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Councillor observed: 


(The Treasurer) was very forthright. Communication, he 
asserted, was “non-existent” in the University. Something 
had to be done about it as a matter of urgency ... There 
was need for a comprehensive information system in the 
University. 


Given the subservient role perceived for the 
AJS in the face of the then highly dominant cul- 
ture of academic freedom, these limitations, 
although well known, were not treated as cru- 
cial. Any extra resources that could have been 
invested in improving the AIS significantly 
would have been perceived by many within Uni- 
versity X as misappropriation of “academic re- 
sources” by the administrative component, par- 
ticularly as the external environment was per- 
ceived as benign. More importantly, the AIS did 
not evolve a capability for detecting early indi- 
cators, nor for processing weak signals. These 
limitations were to prove critical in the sub- 
sequent phases of the crisis. 


The incubation phase 

As the crisis moved into the incubation phase, 
perceptions of the cause and effect relationships 
of University X became increasingly uncertain. 
This was caused by strong indications that Uni- 
versities would have to operate with signifi- 
cantly reduced funding before too long: “the 
writing has been on the wall at least since 1976”. 
By 1980, a major shift in Government policy to- 
wards more “rational” funding of Universities 
became more evident, and this was anticipated 
by many, including apparently the AIS of Univer- 
sity X: 


From early 1980 it was becoming increasingly apparent, 
as a result of statements by the UGC, comment by 
Government ministers, and press reaction, that the Uni- 
versity sector of higher education would face severe 
financial cuts (B&DI report). 


Perceptions of objectives, however, remained 
highly certain, being primarily focused on aspir- 
ing for academic excellence in both research 
and teaching. The culture of academic freedom 
remained paramount. 
` In terms of the Earl & Hopwood model, the 
AIS should have operated as a learning machine. 
Given the increased uncertainty of the cause and 
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effect relationships, the potential for overly 
computational procedures was reduced and 
there was greater need than before for the ques- 
tioning and exploration of the external environ- 
ment before informed judgements could be 
made. Instead, the AIS continued to operate as an 
answer machine. Earl & Hopwood (1980) and 
Burchell et al. (1980) reported a similar finding: 
in practice high uncertainty of cause and effect 
relationships is not taken as inevitable; but 
rather as a variable that can be reduced or 
camouflaged by heavy investment in computa- 
tional systems, e.g. probabilistic and risk analysis 
models. 

In the case of University X, it appears that the 
aim of the AIS was to camouflage uncertainty, 
even though there was no evidence of further in- 
vestment in computational systems. The AIS 
continued to promote a rationalistic perspective 
of University practices. Ignoring the impending 
crisis may have also been perceived as the best 
Strategy for negotiating with the environment. 
Some would indeed have argued that showing 
readiness to cope with unfavourable contin- 
gencies might unnecessarily precipitate a crisis. 
Evidence supportive of this can be gleaned from 
reactions to the strategies of coping with the 
crisis when it eventually occurred, as discussed 
later. 

It is possible that the Centre of University X’ 
perceived that the Government was much too 
committed to the objectives of the Robbins Re- 
port to effect drastic shifts in policy towards the 
University sector. In an internal document pro- 
duced by the Centre in March 1981 it was stated 
that: 


On many occasions similar warnings had been issued by 
Government during the last decade without their being 
subsequently put into full effect, and the latest comments 
were at first naturally received with some scepticism. 


The AIS did not possess the capability to oper- 
ate as an effective early warning system. It had no 
“systematic procedure for scanning the environ- 
> ment; only grapevine scanning methods were 
used. It had not developed means of identifying 
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cues for crisis prediction, nor evolved sensitive 
intelligence mechanisms to interpret weak in- 
formation signals. Much of the information avail- 
able in the external environment about the pos- 
sibility of imposed financial cuts was ignored by 
the AIS, possibly because it related to unfamiliar 
discontinuities (Smart & Vertinsky, 1977; 
Ansoff, 1977). Further, information about the 
potential crisis collected by the AIS was consi- 
dered too weak a signal to warrant response. 
This contributed to the emergence of two infor- 
mation gaps which have been identified by An- 
soff (1977) as indicative of inappropriate reac- 
tions to strategic surprises; one between infor- 
mation available in the environment and that 
collected by the AIS (responsiveness gap), the 
other between information collected and that 
used by the University decision makers (deci- 
siveness gap). 

Such tendencies towards filtering out useful 
information were ad boc, and thus instead of 
contributing to uncertainty absorption they 
merely heightened the feeling of surprise when 
the crisis occurred (Smart & Vertinsky, 1977). 
By distorting perceptions the AIS contributed to 
the crisis by encouraging decision makers to 
take no actions, or inappropriate actions. Thus, 
not only did the AIS fail to alert decision makers 
to the potential threat of the crisis, but it also 
created the impression that the financial health 
of the University was very sound. Following a 
meeting in January 1981, a Councillor com- 
mented: 


All councillors were warmed by the financial report on 
the year 1979-80 which showed that the University’s 
expenditure had exceeded its income of nearly 
£28,000,000 by only abaut £164,000. 


Such an interpretaton may well have contri- 
buted to the Centre’s less cautious financial 
policy, and to its authorization of spending pre- 
cious reserves on low priority items. Even after 
the VC of University X had received the UGC let- 
ter which indicated the strong possibility of a re- 
duction in funding for 1981/2, the major policy 


> This was generally perceived to include the VC, the two DVCs and the Secretary and Registrar. 
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committees and the AIS continued to ignore the. 


signals. The JPC simply resolved that: 


(i) (The contents of the letter) be drawn to the attention: 


of all budgetary groups. (it) The budgetary groups be ad- 
vised to act cautiously in entering into or renewing 
financial commitments over the next few months. (il) 
That no formal steps be taken beyond those set out in (ii) 
Above pending definite statements by the UGC about the 
extent of (University X's) grant for 1981/82. 


There was a particular irony about this at- 
titude given that only a few weeks earlier the 
Working Party on Academic Goals said at the 
conclusion of its report: “The original sin of the 
academic life is to let decision wait upon perfect 
information and perfect argument”. Indeed, in 
spite of this gloomy financial situation, Univer- 
sity X approved. additional long run expendi- 
tures. This behaviour led to reactions of the kind: 


If we are not sure whether our horse is lame in one leg or 
two legs would it be prudent to gallop because of this un- 
certainty? 


there already seems to be a widespread feeling of bewil- 
dered anxiety as the University authorities proceed im- 
perturbably on their way, regardless of the red light sig- 
nalled by the University Grants Committee towards the 
end of 1980. 


There are parallel observations in the litera- 
ture. Ansoff (1977) has suggested that decision 
makers frequently fail to act on information 
available in advance of surprises because it is too 
vague to permit the estimation of the impact, 
responses, and consequences relevant to a po- 
tential crisis. To overcome this tendency, he ad- 
vocates that instead of waiting for information 
suitable for desirable responses, decision makers 
should determine what responses are feasible 
given available information. Since information 
available during pre-crisis management is usu- 
ally vague, responses will be correspondingly 
unfocused, aiming to increase organizational 
flexibility. As information becomes more accu- 
rate, more precise responses can be formulated. 

There was no evidence that the basic account- 
ing conventions used by the AIS were deliber- 
ately manipulated, for example by suspending 
depreciation charges, as an attempt to mask the 
inevitability of the crisis (e.g. Starbuck et al, 
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1978; Birnberg et al, 1983). Rather, the evi- 
dence cited above is more suggestive of a poorly 
designed AIS whose deficiencies were cruelly 
exposed once the underlying contingencies 
became significantly different. 

These deficiencies are endemic to traditional 
AIS such as that of University X. Such deficien- 
cies not only affect perceptions; they also influ- 
ence the realities that are there to be perceived. 
Reliance op traditional accounting reports in- 
creases the likelihood of organizations encoun- 
tering crises and the difficulty of coping with 
them (Starbuck et al, 1978). Traditional AIS are 
historically oriented, and their reporting formats , 
are fairly rigid. They are premised on a static 
environment and do not tolerate unfamiliar dis- 
continuities nor ambiguous information. As a 
consequence, they either fail to anticipate crises 
altogether or anticipate them much too late. 
These limitations introduce perceptual errors 
which could lead to early warning signals being 
ignored because they are changes in poorly ob- 
served and processed variables, and they also un- 
derestimate the need for action (Starbuck et al, 
1978). 

THE ROLES OF THE AIS DURING THE 
FINANCIAL CRISIS 
The prectpttating event 

The UGC document precipitating the crisis 
gave clear quantitative advice about total fund- 
ing, and total student enrolment targets. Their 
juxtaposition seemed suggestive of a strong 
inter-relationship. In contrast, inexact, qualita- 
tive and sometimes apparently conflicting ad- 
vice was offered on the direction of change in 
the range of academic activities. There was a sig- 
nificant increase in uncertainty both about the 
objectives and the cause and effect relationships 
of the actions of University X. It was not im- 
mediately clear to University policy makers how 
the crisis could be handled, or how the cuts 
could be spread, or how the external environ- 
ment could be negotiated. Similarly, the Univer- 
sity’s objectives became less crystallized, and its 
governing bodies were in a state of shock and 
confusion. In the context of the Earl & Hopwood 
framework, the AIS should have operated as an 
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- idea machine in order to promote inspirational 
decisions. 

Instead, the AIS was ill-prepared to cope with 
the imposed financial cuts. Having always oper- 
ated as an answer machine the AIS needed to 
react to the high uncertainty engendered by the 
cuts more quickly than was perhaps practically 
possible. Indeed, the AIS was caught off-guard by 
the speed of events as the financial crisis un- 
folded: 


If the time scale for the stated reduction had been ex- 
tended by a few more years recurrent finance, there 
would have been at least a reasonable opportunity to plan 
for contraction in our activities with full attention to the 
academic consequences rather than being forced, as the 

_ University has been, to deal with the matter at such speed 
that financial requirements have had to remain 
paramount (B&DI report). 


Both the AIS and the University decision mak- 
ing bodies exhibited what Kirby & Kroecker 
(1978) call “analysis paralysis” as it was per- 
ceived that nothing could be solved until every- 
thing was solved. In the absence of an immediate 
formal response to the crisis, the grapevine ran 
rampant. Rumours were abundant as to which 
groups would be more severely hit, what 
“criteria” would be used for compulsory redun- 
dancies, and what the Centre’s intended overall 
strategy was. a 


Tbe onset of the cristis 

During this phase, negotiations with the exter- 
nal environment were minimal. The imposed 
funding cuts were taken by the Centre of Uni- 
versity X for given. Much of the cause and effect 
relationships of University actions remained un- 
certain. Perceptions of objectives varied. Those 
who felt most vulnerable advocated academic 
and teaching excellence whilst maintaining the 
University’s existing portfolio of academic ac- 
tivities and protecting tenure. Science groups 
and the Centre, however, pointed to the need to 
afford greater protection for, and restructuring 
towards, science-based disciplines. 

Given the Earl & Hopwood framework, the 
AIS should have operated as a hybrid of dialogue 

and idea machines. In reality, the AIS was ob- 
- served to operate as a hybrid of answer and 


rationalization machines. The first organized re- 
sponse by the AIS to the crisis, other than the 
abatement of budgets, was in the form of the 
B&DI report in which the imposed cuts in fund- 
ing were treated as an exogenous, immutable, 
and well-defined problem. The AIS sought to de- 
rive a solution which would guarantee that the 
cuts were absorbed by the budgetary groups on 
a differential basis, which favoured science- 
based disciplines. The onset of the crisis was 
thus simply reduced to a textbook-type problem 
of resource allocation under certainty. The solu- 
tions derived were stated unequivocally as if no 
alternative solution for the problem already for- 
mulated was possible, and more importantly, as 
if no alternative formulations of the problem it- ` 
self were admissible. The AIS exhibited both 
technical inadequacy and political susceptibility 
which rendered it more vulnerable. 


Technical limitations of the AIS. The AIS was 
subjected to severe technical criticisms. The 
charges ranged from the provision of untimely 
and insufficient information, through pessimis- 
tic perceptions, to professional incompetence. 
Thus, one reaction to the timing of the B&DI 
report was that it took the AIS too long (three 
months) to publish figures that reflected the 
consequences of the cuts in funding “the figures 
could have been arrived at earlier and circulated 
sooner”. Accounting calculations and reporting 
practices were called into question. Expendi- 
ture items were not sufficiently disaggregated to 
permit informed decision-making: 


About a quarter of University recurrent expenditure is 
non-wage. How much of this is fundamentally irreduct- 
ble? By this I mean things like rates and taxes and the Uni- 
versity contribution to pensions and national insurance: 
i.e. the things we cannot escape even if we do nothing... 
These figures must be clearly published before we can 
have any reasonable democratic discussion. 


Accounting numbers and terminology were per- 
ceived as mystifying: 


(There) was criticism of presentation regarding the de- 
ficit on one of the consultancy units. Should a deficit 
necessarily be taken as a fault? Were we not lucky to 
maintain some of our units in the face of adverse cir- 
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cumstances? Given the overheads which accrued to the 
University, was this not more a matter of congratulations 
than of criticism? 


Similarly, the assumptions upon which the cal- 
culations were based were not clearly stated. 
This made it difficult to engage in cross-check- 
ings of the numbers reported, or even to under- 
stand them: 


For a start, how did the Sub-Committee translate the 


proposed budget cuts into numbers of staff for “possible 
reduction”? We cannot mark the answer correct if the 
working isn’t shown. 


There were also other technical criticisms ofa 
more fundamental nature. Thus, the criteria pub- 
lished in the B&DI report as governing the diffe- 
rential choices made were mostly not financial 
in nature and could not be derived from the AIS. 
These were (a) the judgements in the previous 
year’s Academic Goals report, (b) the need to 
protect nationally acknowledged centres of ex- 
cellence, (c) the guidance of the UGC, and (d) 
the general impression of the relative effective- 


ness of Faculties and Departments. This last. 


criterion was said to incorporate some aggrega- 
tion of research output, research student enrol- 
ment, other graduate student numbers, average 
A-level scores of undergraduates, external fund- 
ing for research, other external earnings, and 
public service activities undertaken. These 
criteria were jointly and severally subjected to 
severe criticism by various members of the Uni- 
versity as to the reliability and variability of the 
many subjective measures. The reasons for varia- 
tions in the more quantitative measures were 
perceived often to lie beyond the control of the 
Faculty (e.g. the relative size of funds available to 
different Research Councils). The difficulty of 
aggregating the judgements based on the various 
measures was also raised. Furthermore, the force 
apparently driving the system, the number of 
student enrolments, was also’ derived outside 
the AIS, although used importantly within it. The 
AIS was also criticized for its failure to recognize 
the stochastic nature of some of the parameters 
which it treated as deterministic, such as redun- 
dancy compensation, and to provide estimates 
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for other parameters including cost-saving and 
revenue raising: l 


It is not clear to me how compensation has been costed 
in the Report; it is not clear, indeed, that it can be costed 
at this stage. It is an unknown figure which may cancel 
out an unknown, but possibly large, part of the 
economies. 


No estimates have been made of the cost of the staff al- 
ready in post. The estimates failed to take into account a 
“mere” hundred thousand pounds or so that had already 
been put on one side from the equipment grant etc. 


Such technical criticisms were treated by 
some individuals as manifestations of the total 
inadequacy of the AIS: 


the way the financial planning system is set up in this Uni- 
versity is wholly inadequate for B&D type exercise. 


the only difference between Captain Mainwaring (of the 
TV series Dad’s Army) and his mates and BAD Sub-Com- 
mittee is that the Incompetence of the latter is hardly 
comic. 


There is little evidence then that during the 
onset phase the AIS contributed to the develop- 
ment of a coherent crisis focused strategy nor 
had the requisite characteristics to. deal with the ` 
crisis. Assumptions on which B&DI were based 
were never made explicit, and advocated 
policies remained entrenched in past practices. 
Past SOP remained in evidence; they were 
neither expanded sufficiently nor were levels of 
individual discretion on them extended. Em- 
phasis of the AIS on quantitative, short-term 
financial information remained paramount. Ex- 
cept in the case of the criteria used to determine 
differential cuts, qualitative information was not 
explicitly sought and that which was available 
was driven out of the calculations because it was 
perceived as too subjective (see Milburn et al, 
1983b ). Differential funding cuts were imposed 
without careful examination of many of their 
long-term implications (see Hall & Mansfield, 
1971). No allowance was made for the use of 
heuristics to assess the important parameters, 
for example the magnitude of long-term loss as- 
sociated with the crisis. As decisions became 
highly centralized in few major policy bodies, 
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communication channels were reduced. There 
was also evidence of major ad boc information 
distortions, in the form of compression, filtering, 
and biasing which exacerbated the intensity of 
the perceived crisis. The technical limitations of 
the AIS resulted in disruption of organizational 
practices, and the uncertainty engendered by 
the proposed recommendations strengthened 
the tendencies of adversely affected groups to 
protect their interests. 

Similar counterproductive tendencies of the 
AIS in times of crises have been observed by pre- 
vious researchers. Kirby & Kroeker (1978) have 
reported that formalized, highly rational policy 
systems employed by the Candian government 
in the early 1970s failed as tools for crisis man- 
agement because they hindered quick responses 
to urgent problems, and confused the require- 
ments of individual responsibility and accounta- 
bility through depersonalization of practices. 
Starbuck et al. (1978) have also observed that 
tight budgets and restrictions on entrepreneur- 
ship, such as those advocated by B&DI, halt 
Strategic experimentation, inhibit ambitions and 
creativity, and stir up power struggles to the de- 
triment of co-operation. They also engender a 
false sense of the organization as a stable 
bureaucracy when it is anything but stable. By 
over-emphasizing rationality, consensus, stabil- 
ity, and efficiency B&DI denied the University 
the opportunity to sharpen perceptions, disrupt 
complacency, and encourage experimentation 
which usually occur in situations of moderate ir- 
rationality, unreliability, instability and inconsis- 
tency. 


Political susceptibility of the AIS. Criticisms 
of the AIS went far beyond those that were 
purely technical. The speed with which the AIS 
suggested its devastating recommendations be 
put into effect over a very short period of time 
alarmed many members of the University: “Why 
are we, one of the less badly hit universities, act- 
ing in a more hysterical and precipitate way than 
ones worse off?’ The motives underlying the 
speed of response were challenged frequently. 
Some wondered whether the speed of response 
was “a piece of propaganda to influence the 
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government”, or simply “a genuine response to 
the situation”. Others perceived the AIS as being 
used by the Centre to mask the latter’s intentions 
of exploiting the financial crisis to introduce 
major structural changes in the University. They 
viewed the AIS as being not only intertwined 
with, but also as a part of, the Centre’s policy: 


There is widespread belief that the method of presenta- 
tion is itself part of the policy. B&D produces a report; the 
matter is urgent; there is no time for alternatives to be 
considered, so no proper discussion can take place. 


The B&D Sub-Committee was generally per- 
ceived as: “a Vice-Chancellor’s citadel or bul- 
wark against the rest”. The AIS was thus consi- 
dered a tool in the hands of the Centre, and a 
vehicle for facilitating the attainment of in- 
tended, predetermined outcomes. An exten- 
sions of that view is reflected in some of the com- 
ments made about the non-neutrality of the AIS 
and of accounting numbers in general. Various 
groups drew clear distinctions between “fig- 
ures” and facts, with the latter being perceived as 
having little resemblance to the former: 


the trouble is thar facts are only figures. Figures, figures, 
but few facts, and even fewer arguments. 


Commenting on the number of staff proposed 
in the Report to be made redundant one 
member of the University observed: 


(X, Y and Z Faculties) are to lose 7, 8 and 4 teaching staff 


respectively. Oddly enaugh staff reaching 60 before 31 
July 1982 in these three faculties number 7, 8 and 4 


respectively! S Faculty’s target is 12 teaching staff and 
they have no-one reaching 60 this year. 


The AIS was thus perceived to be endowing 
intended outcomes with legitimacy and ration- 
ality. Furthermore, a major undesirable shift in 
the supposedly advisory role of the AIS was per- 
ceived. During the onset of the crisis some 
viewed the AIS as being actively and directly in- 
volved not only in advising but also in acting: 


He (the VC) also mentioned the dilemma facing that 
group (B&D); they were torn between acting and dis- 
seminating information. Given that the tenor of the earl- 
ier part of the meeting had been that B&D could not act, 
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but could only récommend, this seemed odd. Perhaps 
one paw was emerging from the bag. 


Perceptions of the non-neutrality of the AIS 
were strengthened by the groupthink tenden- 
cies (Janis, 1972) which were thought to per- 
meate the main policy bodies of the University, 
including the AIS. The AIS was perceived to be 
insulated from the advice of qualified internal 
and external experts, with its top officers having 
high beliefs in their own inherent morality. 
Along with other top policy makers, they ap- 
peared as a unified group; internal dissensions 
which may have existed were not voiced extern- 
ally and thus heterogeneities were filtered out of 
ideas (Starbuck et al, 1978). 

The preceding discussion suggests that crises 
create a genuine potential for political solutions, 
and this can lead to AIS being subjected to polit- 
ical exploitation by the decision making elite. At 
times the range of manipulation is minimal, in- 
volving for example redefinition of some margi- 
nal accounting rules but on other occasions it 
can be substantial, involving the use of AIS to 
mask major resource shifts and ultimately mak- 
ing AIS themselves an inseparable part of in- 
tended policies. This political susceptibility may 
be perceived as independent of the technical 
qualities of AIS, but by their very nature techni- 
cally fallible AIS have weak built-in resistance to 
political manipulations. Moreover, in periods of 
crises technical failure can highten perceptions 
of AIS manipulations. 


Vulnerability of the AIS. With both the tech- 
nical competence and neutrality of the AIS being 
so strongly questioned, the AIS was blamed for 
undermining the quality and ethos of the work 
place, and for challenging the culture of 
“academic freedom” by promoting a “financial” 
or “accounting” culture with a different mix of 
values: 


Where is the academic integrity of a University which ap- 
pears to want to support only those continuing education 
activities which are profitable? 


The budgetary devolution system was also 
subjected to severe criticism. Various members 
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of the University attributed most of the limita- 
tions of the AIS to the problems inherent in 
budgetary devolution. The latter was perceived 
as “watertight”, not conducive to making 
“rational judgements”, divisive and dysfunc- 
tional. A frequently held view was that: 


It is not reasonable to make differential cuts (Le. change 
the internal allocation formula) and then to say that each 
budgetary group should choose which of its members 


should go — particularly when the largest budgetary 
groups are duc to lose the fewest people. That way lies 
divisiveness. 


Even the Centre used the AIS to defend its de- 
cision to lay the burden of deciding how the cuts 
should be spread within Faculties on the Facul- 
ties themselves. It also blamed divisions within 
the University on the budgetary devolution sys- 
tem rather than on its own style of management. 
The VC said: 


It had to be the Faculties which decided who were to be 
buttressed and who would be starved of resources at a 
time when they were short... There was, because of the 


budgetary devolution system, in fact great division 
within the University. It is a system which in these cir- 
cumstances forces people into adversarial positions. 


It was thus hardly surprising that there were 
calls from various disadvantaged groups for the 
suspension, and even abandonment, of the sys- 
tem of budgetary devolution. This was thought 
necessary in order to replace “naked self-in- 
terest” and “sectarian voices volunteering others 
for cuts” by concern for the good of the Univer- 
sity. The implicit replacement for budgetary 
devolution would have been a centralized 
“hierarchical” administrative system. For 
example, indirect suggestions were made by a 
senior officer which would have had the effect of 
reducing the discretion for virement at the 
budgetary group level. Other actions carrying 
implied diminution of the role and significance 
of the AIS also related to reduction of managerial 
discretion in the areas of staffing appointments, 
the use of balances brought forward, substitut- 
ing allocations for expenditures in accounts (or 
vice versa ), and switching between revenue and 
capital funds. If implemented, such proposals 
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might well have fuelled further criticisms of the 
AIS. 


Ascendancy of financial terminology. One 
significant outcome of the onset of the crisis was 
that financial terminology gained greater 
ascendancy as a language of communication in 
agenda setting, committee meetings, and debate. 
The crisis brought financial considerations to 
the forefront, and this was reflected repeatedly 
in debate and deliberation. For many, it made no 
sense to engage in discussions without these 
being figure-laden: 


It would be Improper to discuss matters of principle 
since principles must wait on an assessment of facts and 


figures. 


There were calls for alternative strategies for 
coping with the crisis to be “financially assessed” 
and also for the timely publication of “the 
financial implications to individuals as well as to 
the University”. Financial language then became 
the language of discourse. Even comments pub- 
lished in the University regular two-weekly 
paper were dominated by numerical illustra- 
tions and frequent referencing to accounting 
terminology: 


The cost of compensation for a redundancy policy is an 
unknown figure and this of course is true. However, by 
capitalizing loss of salary and pension rights in a time of 
inflation, surely it can be shown that realistic compensa- 
tion would be (£x) in many cases. 


In order to gain legitimacy discourse, it seems, 
had to be endowed with accounting termin- 
ology. There were even calls for the whole gov- 
ernance system of the University to be struc- 
tured in a manner which would allow academic 
and financial considerations to be debated to- 
gether. Such calls went as far as suggesting that 
Senate and Council should be merged together, 
because: 


It may once have made sense to separate the academic 
from the financial or business affairs of the University, but 
it is now clear that academic decisions are financial 
ones,and the two spheres of responsibility overlap to a 
considerable extent. 


Thus, as the crisis elevated the significance of 
financial considerations accounting terminol- 
ogy gained ascendancy as a medium of dis- 
course, even though there were repeated calls 
for buttressing these with non-financial and 
qualitative information. The severity of the crisis 
decoupled the importance of financial consider- 
ations from the technical limitations of the AIS. 

In summary, the onset of the crisis opened up 
the possibility for the AIS to generate new ideas, 
develop crisis focused strategies, promote prob- 
lem and information sharing, and encourage 
constructive dialogues. In reality the AIS failed 
to attend to these roles. It derived a rationalistic, 
deterministic solution for what was essentially a 
stochastic, heuristic problem. It also reflected 
the University’s reliance on a heavily centralized 
decision making elite which exhibited group- 
think tendencies by gathering, processing and 
delivering information which matched the val- 
ues of that elite. The AIS was thus perceived as 
being non-neutral and susceptible to political 
manipulations by the Centre. The technical limi- 
tations and political susceptibility of the AIS 
both contributed to its overall vulnerability as it 
became subject to open criticism levelled by 
several factions of University X. Curiously 
enough, however, rather than continuing to bea 
marginal support function, as was the case in the 
pre-crisis period, accounting and financial mat- 
ters became more central and financial terminol- 
ogy gained ascendancy as a medium of dis- 
course. 


The rescue and salvage phase 

The open debate which took place during the 
onset phase cast strong doubts on the desir- 
ability of differential cuts and on the morality of 
compulsory redundancies. Restructuring in 
favour of science-based disciplines as an ulti- 
mate objective became more equivocal, particu- 
larly if that was thought to result in “high costs” 
to the rest of the University. These perceptions 
were reinforced further during the rescue and 
salvage phase, particularly after the publication 
of alternative strategies which demonstrated 
that the imposed cuts can be. accommodated 
with significantly less drastic consequences. The 
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Centre’s perceptions of objectives however re- 
mained the same as before, aiming towards re- 
structuring its academic portfolio in favour of 
science-based disciplines, even if that resulted in 
redundancies: 


The Dean of Law argued that restructuring was not some- 
thing to be undertaken in a crisis situation. The Vice- 
Chancellor disagreed; the crisis should be used to re- 
structure the University. He expressed the opinion that 
redundancies are not the worst thing that can happen to 
a University. 


There was therefore strong disagreement 
over objectives. During that phase, and in consi- 
stency with the Earl & Hopwood framework, the 
AIS was observed to operate initially as a 
dialogue machine, and thereafter as an idea 
machine. Both roles were materially assisted by 
various technical improvements in the AIS 
which contributed to a more effective crisis 
management. 


Tbe AIS as a dialogue machine. The “Alterna- 
tive Strategy” document quickly became widely 
adopted as the real alternative to the B&DI re- 
port for two reasons. First, it treated compulsory 
redundancies as a last resort. Second, it con- 
tained a detailed set of calculations of the Uni- 
versity’s financial position, along with detailed 
notes explaining how the figures were calcu- 
lated. Those in opposition to the B&DI report 
therefore found in the “Alternative Strategy” a 
well prepared, reasoned and clearly drawn 
alternative financial strategy. As soon as it was 
produced, in the mixed metaphor of one 
member of University X, it “put a spanner in the 
B&D timetable before it had even begun to tick 
over.” It opened the way for much needed con- 
sultations and dialogues. An example of this was 
the decision by JPC for a meeting to be held be- 
tween the B&D Sub-Committee and the authors 
of the “Alternative Strategy”. Such dialogues 
took place within the broader boundaries of the 
AIS. 

A report on that meeting along with the B&DI 
report, the “Alternative Strategy”, and additional 


supporting documents were used subsequently 
in the deliberations of a crucial meeting of the 
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JPC. Among the supporting documents two 
were submitted by a member of the University 
with accounting expertise and these proved to 
be very influential in later deliberations. One 
document summarized the University’s reserves 
as agreed by B&DI and the “Alternative Strategy” 
group, showing cash and near cash resources, 
and properties which might be sold. The second 
document showed four financial projections 
based on a range of assumptions: the “Alternative 
Strategy” projection; likely (Alternative 
Strategy VOptimistic (B&DI); pessimistic (Alter- 
native Strategy Y realistic (B&DI); and the B&DI 
original projections. This document helped to 
clarify the differences between the B&DI report 
and the “Alternative Strategy” report, and it 
placed further alternative financial options into 
perspective. 

The outcome of the above meeting provides a 
good illustration of the role of accounting-based 
dialogues in narrowing down differences and in 
changing perceptions of the financial situation. 
Thus, the gap between expenditure and income 
as was envisaged in the B&DI report was nar- 
rowed by half a million pounds a year, cash re- 
serve calculations were revised upwards from 
£1.5 million to £3.6 million, in addition to £1.6 
million of stocks and shares at cost, and the esti- 
mated cost of redundancy was increased by 
50% . Hence: 


In the discussion that followed it was observed that the 
higher estimate of redundancy costs meant that this be- 
came an even iess practicable method, that the savings 
made on 20 redundancies may be the same as those made 
on 0 (a member of JPC). 


Further, perceptions of the crisis and its implica- 
tions changed: 


Gone is the idea that was once in the air; that bankruptcy 
was round the corner, that our salary cheques could 
bounce, that compulsory redundancy was — in the view 
of those who had all the information — unavoidable if the 
University was to survive at all 


The financially-inspired discourse had far 
reaching implications. It was instrumental in 
questioning the impartiality of differential cuts. 
It contributed to the gradual move of both fac- 
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tions of the debate towards common grounds. It 
also facilitated decision-making by compromise, 
so that each faction may have perceived that it 
partially got its way. The heat of the debate sub- 
sided; this helped to reduce the feeling of aliena- 
tion encountered initially by adversely affected 
groups, and it ensured the continuity of formal 
and informal communications between the vari- 
ous factions. As one University Senator com- 
mented: 


For those opposed to the B&D report, there was satisfac- 
tion at the passing of resolutions 1—5 (discrediting the 
case for, and indicating the damage caused by, compul- 
sory redundancies and differential cuts and rejecting the 
B&D report as a basis for strategy)... For the proponents 
of the B&D report, there was the acceptance of “broad 
guidelines” of a balance of income and expenditure by 
1984 with no more than £2.6 million of reserves con- 
sumed. For the other critics of the B&D report, the group 
beginning to argue that the differential cuts were already 
too severe on science, engineering and medicine, the 
status of many of the selective cuts as impartial had been 
called into question. 


Collectively then, these reports and support- 
ing documents opened up the opportunity to 
promote more informed debate. Rather than 
focus exclusively on a single prescription as in 
B&DI, several, and to some extent contradic- 
tory, prescriptions now emerged. As Starbuck et 
al. (1978) have observed, contradictory pre- 
scriptions remind organizations that each pre- 
scription is a misleading oversimplification that 
should not be carried to excess. Further, unlike 
under B&DI heterogeneities of ideas and prop- 
osals were emphasized rather than suppressed. 
The assumptions on which these proposals were 
based were stated, and thus much of the confu- 
sion associated with the B&DI report was 
avoided. There was also strong evidence of infor- 
mation sharing, as the contents of these reports 
were widely published within the University 
community. This contributed to a more open 
flow of information and active feedback loops 
(Smart & Vertinsky, 1977). 

The accounting-based dialogue brought much 
needed changes in the policy making machinery 
as reflected in the afforcement of the B&D Sub- 
Committee, and in the formal strategy for deal- 
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ing with the crisis as reflected in the B&DII re- 
port. That report contained a revised financial 
strategy which differed from the B&DI report in 
several technical respects. First, the assumptions 
underlying the strategy were disclosed. Second, 
the steps (29) used in deriving the projections 
were stated clearly. Third, the report showed 
clearly the detailed calculations underlying the 
recommendations. It reduced the range of diff- 
erential cuts proposed by B&DI whilst taking 
into account the advice of the UGC to afford 
some protection for science-based groups. The 
new Sub-Committee adopted a more open 
policy involving wider consultation and com- 
munication on its state of progress through regu- 
lar bulletins. 

Even though there have been some critics of 
B&DI, the majority of members of University X 
greeted the outcome with considerable relief. 
B&DII was generally perceived as being more 
equitable, more humane, and a manifestation of 
a more democratic policy making process: 


The range of cuts proposed has been considerably com- 
pressed since B&D’s last attempt to write the script for 
Son of Psycho. The shower scene in (Faculty F) has gone 
and now the closing sequence will show all tvory towers 
dripping blood more equitably than previously feared. 


Like its predecessor, B&DI had.to deal with 
various uncertainties. These included the vague- 
ness of the UGC’s advice relating to the extent of 
protection which should be accorded to 
science-based disciplines, unexpected varia- 
tions in student load, the amount of extra in- ` 
come that could be generated, the position with 
respect to voluntary severance, the state of the 
University’s reserves, and the set of criteria to be 
employed in determining differential cuts. On 
top of that there was the uncertainty with re- 
spect to the extent of compulsory severance. 
some assessment of the first set of uncertainties 
was taken into account. The report thus consi- 
dered that: 


the budgets now recommended represent the maximum 
saving that should be required of any group without a 
further specific discussion by the University in the light 
of changing circumstances. 
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Uncertainty absorption and reduction were 
achieved through a variety of means. First, by 
evolving the capacity to use continuous, rather 
than extreme values which assisted materially in 
the understanding of the scope of the uncertain- 
ties faced as a result of the crisis.* Second, by the 
routinization of procedures through the de- 
velopment of mechanisms (particularly the 29 
steps of B&DII) which further identified the 
basic balance of the relationship of judgements 
and routine calculations. Third, by demonstra- 
ting the AIS’s capacity to evaluate various alter- 
natives, and by relegating the “least desirable” 
option of compulsory redundancy to the realm 
of ambiguity. Fourth, through the legitimization 
of outcomes; not only were the outcomes more 
easily acceptable, but future problems arising 
could possibly be blamed on the AIS or its oper- 
ation. Heads of budgetary groups were poten- 
tially able to criticize the system if they were 
themselves critized. 

The AIS also played an important part in re- 
ducing tension and divisiveness and in closing 
the ranks. B&DI sought to present a single out- 
come consistent with the external constraints 
imposed. Later discussions concentrated instead 
on developing a clearly understandable set of 
procedures for computing budget allocations. 
These could be tested for the credibility and po- 
tential consensual acceptability of the outcomes 
generated by fitting different values into the 
model, and by changing it iteratively. This rep- 
resented the formalization and wider com- 
prehension of previous practices and it also gen- 
erated a different mode of approaching the issue. 
This permitted some mapping of the proposals 
generated against the external constraints, and 
also against the range of acceptable outcomes 
brought to discussions by the various internal 
negotiators. These procedures were fuly elabo- 
rated in the B&DII report, which revealed 
explicitly which elements of the allocations 
were based on judgements and which on calcu- 
lations. 

It is perhaps too simple to say that in time— 
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space the mechanism preceded the resolution 
proposed, although in a trivial way this was true. 
In developing the accounting mechanisms, 
some testing of outcomes was done iteratively 
so that there was a process of convergence on an 
eventual set of allocations. This outcome re- 
ceived virtually unanimous support in the Uni- 
versity’s committees. 


The AIS as an idea machine. During the res- 
cue and salvage phase, the AIS developed the 
Capacity to evolve and sustain differing altern- 
atives for dealing with the crisis which ranged 
from those that were highly optimistic to those 
that were fairly pessimistic. It also evolved the 
B&DU policy which became the widely 
espoused strategy for dealing with the crisis. 
Further, the system developed a new way of 
funding budgetary groups in respect of their 
registration of overseas students. Not only were 
their fees required by Government to be higher 
than those of home students, but they raised a 
wide range of important issues of academic 
policy, such as the freedom of access to the edu- 
cational system, the strength of graduate 
schools, and the setting of prerequisites to entry. 
The AIS demonstrated a capacity to devise and 
implement a simple new funding system which 
gave broadly acceptable outcomes in respect of 
the range or perceived academic issues. The 
proposal was to offer each Facultv a funding 
bonus in respect of overseas students recruited 
in excess of a base-line drawn from recent ex- 
perience. At the same time no penalty was 
exacted on those falling short of their base-line, 
they were funded on the base-line number. This 
encouraged recruitment where possible while 
protecting the infrastructure of certain import- 
ant graduate schools facing recruitment prob- 
lems. 

By demonstrating its capacity to evolve viable 
ideas, the AIS convinced members of the Univer- 
sity of its ability to guide the University through 
the crisis, and this contributed to uncertainty 
reduction. Further, by adopting a more open 


4 The use of a range of values for each variable appeared to have been restricted for internal purposes only. Fears were expres- 
sed that publishing these figures externally might “give the UGC maximum scope for political exploitation of the data”. 
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posture and by demonstrating its readiness to ac- 
commodate genuine grievances into emerging 
proposals, the AIS helped in reducing conflict. 


Technical improvements in the AIS. A num- 
ber of improvements in the technical qualities of 
the formal AIS were introduced which enhanced 
the impact of its dialogue and idea machine 
roles. For example, there was a marked improve- 
ment in the presentation of accounting informa- 
tion for internal decision making purposes. 
Aggregation of information under clear, and well 
ordered headings was sought by the AIS, and this 
contributed towards speedy, but perhaps hasty, 
policy making: 


Members of Council were delighted to find that a lesson 
had been learned from the chaotic November Council 
when half the meeting was spent searching frantically 
through agenda papers to locate all the items relating to 
the University’s financial position. This time ergonomics 
and information science reigned triumphant — almost all 
the bad news had been collected together under one 
agenda item, allowing the point to be gone through ata 
really stimulating pace and with almost no discussion. 


similarly, after a joint meeting of the Finance 
Committee and JPC one member commented: 


the meeting went on to discuss the Finance Officer's 
statement of the total, nature and availability of the Uni- 
versity’s reserves. There was general agreement on its 
clarity. Nothing was challenged, though there was a gen- 
tle exchange about whether it could be described as 
objective or not. 


New formal and informal communication 
channels were developed contributing to faster 
and wider information flow both laterally and 
vertically. Also, some rescheduling of the timing 
of various Committee meetings was introduced 
in order to allow sufficient time for deliberations 
to be appropriately documented and circulated. 
For example, instead of meeting on the morning 
of the day in which the Council met, it was de- 
cided that the Finance Committee and JPC 
should meet jointly at the time scheduled for 
JPC, thus allowing more time for their joint re- 
port to Council to be prepared. The severity of 
the crisis then made possible the introduction of 
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various changes in the AIS which may have 
otherwise proved difficult. 

These major shifts in the roles and technical 
qualities of the AIS during the rescue and salvage 
phase lead to a significant increase in the depen- 
dence of University X in the short-run on the AIS, 
which assumed greater importance as the formal 
medium through which they worked. The 
changes were clearly also reflected in a rise in 
the esteem in which the AIS was held. Although 
still perceived by some as distant, foreign, and 
pursuing arcane practices the AIS’s contribution 
to the rescue and salvage phase was acknow- 
ledged. Its advisory role in relation to financial 
planning increased relative to its conventional 
stewardship role. Calculations and advice de- 
veloped in the AIS were rarely considered sus- 
pect by the University at large. 

The AIS’s influence was enhanced by the per- 
ceived capacity of its officers to translate spon- 
taneously and well between the financial and 
academic languages, particularly in anticipating 
the effects of changes proposed or foreseen. 
They developed their expertise in responding to 
managerial questions of the “what if...” kind, to 
requests for sensitivity analyses, and to enquiries 
about anticipated and actual movements in ex- 
ternal constraints; and in indicating the effects of 
the many changes proposed to the endogenous 
system. The same pattern recurred at the level of 
the budgetary group, but more patchily. The im- 
mediate pressure was less intense at this level 
during the crucial rescue and salvage phase. Toa 
considerable extent the matter depended upon 
the willingness and capacity of the budgetary 
group Officers to learn and adopt the language of 
the AIS as a regular vehicle for discussion. 

In summary, during the rescue and salvage 
phase, the role of the AIS was seen to include un- 
certainty absorption and quasi-resolution of 
conflict by neutralizing issues, offering the 
accounting language as a means for constructive 
dialogues, acting as a scape-goat for members 
facing criticism and facilitating shifts for those 
entrenched into extreme bargaining positions 
(dialogue machine). Moreover, the AIS was ob- 
served to play an important role as a signalling 
device. It transmitted crisis symptoms and 
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newly developed recipes for action internally, 
and at the margin could adapt to present the 
organizational image thought to be most approp- 
riate externally. The AIS also facilitated focusing 
on the choice opportunity which was precipi- 
tated by the crisis and generated several viable 
ideas which guided the passage of the University 
through that phase (idea machine ). 


THE ROLES OF THE AIS DURING THE 
POST-CRISIS PERIOD 


During the post-crisis period, perceived un- 
certainty of the cause and effect relationships of 
the actions of University X was less than that dur- 
ing the crisis period. The rescue and salvage 
phase saw the University steer itself past the 
financial crisis and this helped to reduce per- 


ceived uncertainty. For many, the worst was 


over. For others who were more pessimistic 
about the future, the success of the University in 
overcoming the crisis instilled in them a 
stronger belief in the system’s overall durability 
and ability to cope with serious difficulties. The 
position with respect to uncertainty about ob- 
jectives was less clear. The Centre continued to 
argue that the University should be restructured 
in favour of science-based disciplines. But there 
was also more ready recognition by the Centre 
of the strength of resistance to this view by a 
sizeable proportion of the University. In effect, 
that led the Centre to informally revise its goals 
away from the notion of extreme differential re- 
structuring. There was thus greater agreement 
over objectives than was apparent. Overall, how- 
ever, uncertainty of cause/effect relationships 
and of objectives remained moderate. 

During that period, the AIS was observed to 
operate mostly as a hybrid of answer and learn- 
ing machines, but partly as idea and dialogue 
machines. With perceived uncertainty being at 
moderate, and manageable levels, many decision 
situations were structured and programmable. 
The answer machine mode was used frequently 
to derive computations for a host of items such 
as home and overseas students, capital invest- 
ment appraisal, and research contracts. 

The AIS was also observed to operate as a 
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learning machine. Interest in University finances 
remained paramount. Questions were re- 
peatedly raised at various committee meetings 
about the extent to which the University was 
solvent, the extent to which financial prudence 
should be exercised, and the need for better, and 
more timely, anticipation of future financial 
crises. The once prevalent perception of greater 
financial security before the crisis was replaced 
by a perception of financial vulnerability. The 
uncertainties within which the AIS had to oper- 
ate were more clearly recognized: 


The shortfall for 1983/84 has been reduced to about 
£300,000 but... not all budgetary groups are in a state of 
equilibrium and the whole financial edifice rests on five 
cautionary footnotes. It depends on such things as the 
level of salary settlement, whether price increases are 
supplemented, that there is no fall in the level of overseas 
student numbers and so on. If such matters go the wrong 
way, the edifice crumbles. 


The AIS explored these issues, provided esti- 
mates of the expected values of such parameters, 
and engaged in sensitivity analyses af the impact 
of changes in the values of each parameter on the 
University. Further, the AIS provided various in- 
novative ideas which aimed to improve its own 
technical capabilities and those of policy makers 
in responding to the uncertainties faced by the 
University. One example was the introduction of 
the “Triennial Plan” as a new system of forward 
long-term financial management and planning: 


the Triennial arrangements are a great step forward. They 
provide longer perspectives for planning: they allow for 
a small but significant element of judgement about needs 


and quality; they encourage innovation through the pro- | 
vision of a Project Fund; and they provide for adjustments 
in the light of experience (Annual Report, 1983-84). 


Similarly, during that period a revised method 
of computing allocations was introduced. How- 
ever, it would be naive to suppose that.no policy 
adaptation had been made by any budgetary 
group in anticipation of elements which it hoped 
to negotiate into that new mechanism. In the 
game of budget control it is unrealistic to expect 
otherwise. 

The AIS also neutralized much of the emo- 
tional, conflict-laden tenor of earlier discussions 
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(Dent et al, 1984). It established input—output 
relationships, encouraged the discussions of var- 
iables as having continuous rather than discrete 
measures, indicated which items were judge- 
ments and the basis of those judgements, and al- 
lowed consideration of trade-offs. Following a 
meeting of the JPC and Finance Committee one 
member observed: 


Distribution ofan additional £264,000 from the UGC was 
accepted without controversy even though (because?) 
most of the money went into the General Reserve. 


It is, of course, possible that some issues were 
obscured. Those less literate in the accounting 
language may have felt uneasy in the face ofa sys- 
tem that seemed to be able to be “self-balancing” 
whatever values of an individual variable were 
proposed. The rituals of accounting presenta- 
tion may have been unnecessarily mystifying. 
For example, the cautious attitude to estimating 
liquid reserves may nov have been recognized. 
Similarly, the wide extent of creativity inherent 
in apparently mechanical accounting proce- 
dures was probably not always understood. One 
Senator observed: 


If one charged the Students’ Union fee (to overseas stu- 
. dents), were we still following a policy of keeping to 
minimum full cost fees? . . . In fact, no one appeared to un- 
‘derstand what the implication of this was, and the Fi- 
nance Officer was not available. 


A paper was presented to senators on the day, containing 
a formula by which medicine got extra money without 
abatement from other budgetary groups. Now you see it, 
now you don’t! Is there no sympathy for those of us who 
are not accountants by training? 


However, during the post-crisis period, ac- 
counting terminology continued to play an im- 
portant part in agenda setting and in committee 
meetings. The severity of the crisis, the high un- 
certainty brought with it, and the emphasis 
placed on accounting during the crisis all 
heightened the tendency towards greater 
financial awareness. After a Council meeting a 
Councillor remarked: 


The meeting only really came to life, however, when... 
the University Treasurer presented the estimates for the 
next two financial years. 


The post-mortem evaluation of the perform- 
ance of the AIS during the real-time crisis period 
undertaken by the Centre in the main painted a 
yery creditable picture of the AIS and ofits mem- 
bers. In his report to the University Court the VC 
commented: 


The task of constructing the proposals was a huge one 
and the University is deeply indebted to those who did 
the work -~ in particular, to the Finance Officer and his 
staff (Annual Report, 1983-84). 


Further, in 1987 the post of Finance Officer in 
University X fell vacant. The minimum salary 
offered exceeded that of all but a handful of pro- 
fessors. It was not always thus. 

Yet, in spite of this, the AIS was critized for 
inhibiting radical change. Commenting on the 
“relative” hardship experienced by some discip- 
lines which were identified as “centres of excel- 
lence”, but which nevertheless were not “suffi- 
ciently” protected by the B&D II allocations the 
VC observed: 


the plight of these and other activities is extremely dif- 
ficult to deal with, given current University priorities. 
This is because our present system of government and 
budgetary allocation places each part of the University in 
a competitive situation in which everyone has a great 
deal of power to inhibit radical choices and to maintain 
existing patterns of activity, albeit at a somewhat lower 


level of funding, 


Thus, even though there has been a noticeable 
increase in its influence and in the esteem in 
which its members were held, the AIS was by no 
means invincible nor above criticism. Perhaps 
after all, vulnerability and influence are both in- 
extricably intertwined with AIS. Certainly, the 
detailed analysis of the case study presented 
here supports this contention. 

In summary, during the post-crisis period the 
AIS, as expected, operated mostly as a hybrid of 
answer and learning machines, but on occasion 
as idea, and dialogue machines. The experience 
of the crisis, and the successful negotiation of it, 
brought about an increased importance of ac- 
counting terminology as a medium of discourse 
in committee deliberations. It also brought 
about an increased sense of conservatism/pes- 
simism in dealing with financial matters. Yet, 
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there were clearly situations in which the AIS 
was perceived to mystify the underlying situa- 
tions. These changes, in addition to the introduc- 
tion of more explicit forward planning, may 
suggest that the AIS became better equipped to 
cope with crises than previously. However, sev- 
eral characteristics which are crucial for proac- 
tive crisis management were either absent or not 
developed sufficiently. Much of the SOP re- 
mained unchanged, and emphasis on quantita- 
tive and financial information remained 
paramount. Further, no obvious imaginative 
scenarios for crisis management were de- 
veloped nor were expert judgement and higher 
sensitive trigger mechanisms introduced. The 
AIS of University X remains vulnerable to the 
vagaries of future crises. 


CONCLUSIONS 


This paper has offered a longitudinal study of 
the roles of the AIS in a university which faced a 
financial crisis in the form of significant cuts in 
funding. The case study afforded an opportunity 
to locate accounting in a dynamic organizational 
context, and to evaluate the framework of the 
roles of AIS developed by Earl & Hopwood 
(1980) and Burchell et af (1980) and further 
extended here to deal with situations of crises. 

During the notionally normal starting phase, 
the rescue and salvage phase, and the post-crisis 
period, the roles played by the AIS in University 
X corresponded well to the roles suggested in 
the normative framework. In the first phase un- 
certainty of objectives, and cause and effect rela- 
tionships were low and the AIS was observed to 
operate predominantly as an answer machine. In 
the second phase uncertainty of objectives was 
initially high and that of cause and effect was 
moderate. The AIS was observed to operate as a 
hybrid of dialogue and idea machines. It high- 
lighted the political dimension of the crisis and 
contributed to uncertainty absorption and con- 
flict reduction, thereby facilitating decision by 
compromise. It was also seen to generate new 
ideas and scenarios which improved the adap- 
tive capabilities of the University in coping with 
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the crisis. In the third phase uncertainty on both 
dimensions was moderate and the AIS was ob- 
served to operate predominantly as a hybrid of 
answer and learning machines, but occasionally 
as idea and dialogue machines. However, the AIS 
still lacked some of the requisite mechanisms for 
proactive crisis management. 

During the remaining phases of the crisis, the 
AIS roles advocated in the normative framework 
were not observed. Thus, during the crisis incu- 
bation phase and the precipitating event phase, 
the AIS continued to operate as an answer 
machine rather than as a learning machine, de- 
spite the significantly increased uncertainty of 
cause and effect relationships. During the onset 
of the crisis uncertainty of objectives, and cause 
and effect relationships was high. Instead of 
operating as an idea machine, the AIS reduced 
the decision opportunity to a programmable 
problem and continued to operate as an answer 
machine. Further, the AIS also attempted to jus- 
tify the proposed differential financial cuts by 
conveying them as if they were based on rational 
and logical calculations. The AIS was thus used 
to justify intended actions. 

Further, during these phases the AIS exhibited 
many dysfunctional limitations which inhibited 
effective crisis management. It had no sound sur- 
veillance capabilities, nor mechanisms for pro- 
cessing unfamiliar discontinuities in the envi- 
ronment. It offered no coherent crisis-focused 
strategy to exploit the opportunities that may 
have been available, nor explicit mechanisms for 
coping with the adversity created by the funding 
cuts. It exhibited features of “analysis paralysis”, 
ad boc information filtering, information bias- 
ing, and “groupthink” tendencies. Its emphasis 
on single-focused solutions, rationalistic 
scenarios, and unimaginative, inflexible SOP in- 
hibited the much needed experimentation and 
change. . 

Hence, the analysis presented in this paper 
suggests that the normative framework de- 
veloped by Eari & Hopwood, and Burchell et al 
and extended here to deal with financial crises 
offers important but partial explanations of the 
roles of AIS in organizations. A fuller understand- 
ing of these roles requires researchers to appeal 
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to more empirically grounded models. 

The analysis has also revealed some interest- 
ing insights in relation to the ascendancy of 
accounting terminology and the extent of pre- 
stige and esteem in which the AIS and its mem- 
bers could be held. In periods characterized by 
low uncertainty of objectives, and cause and ef 
fect relationships, the role of the AIS is relegated 
to basic house-keeping functions which tend to 
be perceived as being of marginal interest. In 
periods of greater uncertainty, particularly 
when accompanied by significant reduction in 
resources, accounting terminology becomes an 
important medium of discourse. Further, this 
situation creates a genuine potential for the AIS 
to increase its prestige and power. This tends to 
be reflected in the rise of an accounting based 
culture which either supplants or strongly chal- 
lenges previously dominant cultures (Bourn & 


Ezzamel, 1986). The AIS not only contributes to 
uncertainty absorption, significantly influencing 
the definition of problem areas and “desirable” 
solutions, but also becomes inextricably in- 
tertwined with internal politics, negotiations, 
and conflict resolution. The organization be- 
comes more heavily dependent upon the AIS 
and hence the latter’s power increases vis-a-vis 
other sub-units and the organization as a whole 
(Crozier, 1964; Hickson et al, 1971; Hinings et 
al, 1974; Markus & Pfeffer, 1983). 

But increased power brings with its increased 
vulnerability. Some constituent claimants to 
organizational resources would perceive them- 
selves as being differentially and unfairly treated. 
The AIS, and sometimes its key members, be- 
come open to criticisms ranging from technical 
incompetence through susceptibility to political 
manipulation to outright lack of integrity. 
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Abstract 


This study examines the effects of budgetary goal difficulty and feedback on budgetary performance. It is 
predicted that both goals and feedback are necessary, but neither is sufficient for improvements in 
performance. Results from a questionnaire survey of 44 senior managers with budget responsibilities in a 
property development and management corporation provide support for these predictions. They show that 
goals and feedback interact to affect performance, while independently, goals and feedback have no effect 
on performance. These results are discussed in the light of available evidence, and some implications for 


future research are examined. 


A basic assumption in the management account- 
ing literature is that there are performance bene- 
fits associated with setting difficult, but attaina- 
ble budgetary goals, and with providing feed- 
back about goal achievement (Simon ef al, 
1954; Stedry & Kay, 1966; Hopwood, 1974; Em- 
manuel & Otley, 1985). While there are a num- 
ber of empirical studies that have investigated 
the effects of setting difficult, but attainable goals 
(e.g. Hofstede, 1968; Chow, 1983), it is unusual 
for studies to investigate the effects of budgetary 
feedback (for exceptions see Cook, 1967; 
Hofstede, 1968; Rockness, 1977).' Moreover, 
surprisingly few studies have explicitly 
examined the combined effects of ‘setting 
budgetary goals and feedback on performance. 


An exception is the study by Kenis (1979) 
who investigated the effects of budgetary goal 
difficulty and budgetary feedback on budgetary 
performance and overall job performance. Con- 
trary to expectation, he found that goal difficulty 
was negatively related to budgetary perform- 
ance, and unrelated to job performance. In addi- 
tion, feedback was unrelated to these develop- 
ment variables. 

In attempting to explain the results, Kenis 
(1979, pp. 716-717) suggested that some of the 
budgetary goals might have been “too tight” and 
therefore, unacceptable. Against this, however, 
evidence shows that participants in the study 
had been working an average of 16.8 years for 
their present employer, and 5.5 years in their 


*The authors appreciate the helpful comments of Peter Luckett, Eric Noreen, Mike Shields, Bob Simons, and two anonymous 
reviewers. In addition, the authors are indebted to Michael Fredenburg, San Diego State University, for his programming 


assistance in conducting the randomization tests. 


' Note that while many behavioural accounting studies require the existence of budgetary feedback, the focus is usually on 
other variabies. For example, consider the supervisory style literature in which concern centers on the way supervisors use 
budgetary feedback for performance evaluation (see in particular, Hopwood, 1972; Hirst, 1981; and Govindarajan, 1984). 
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present position (Kenis, 1979, p. 711). This data - 


shows a high level of stability in employment, 
and therefore suggests, given alternative 
employment opportunities, a high level of job 
satisfaction. In response to the unexpected feed- 
back results, Kenis (1979, p. 718) suggested that 
the results might be due to various moderating 
variables. He did not elaborate on this sugges- 
tion, and concluded that providing feedback 
about goal achievement seemed to have limited 
consequences for performance. 

In contrast to these explanations is the possi- 


bility that Kenis (1979) used an inappropriate: 


statistical model to investigate the effects of 
budgetary goals and feedback. Kenis used a 
linear additive regression model, whereas both 
argument and evidence in the psychology litera- 
ture suggest that goals and feedback interact to 
affect performance. Specifically, both goals and 
feedback are necessary, but neither is sufficient 
for improvements in performance (Erez, 1977; 
Locke et al, 1981). If so, then to be able to test 
the effects of goals and feedback, it is necessary 
to use a Statistical model that employs an interac- 
tion term. 

The main purpose of this study is to examine 
the combined effects of budgetary goal difficulty 
and feedback on performance. In so doing, this 
study provides a test of the generally held belief 
in the accounting literature that together, goals 
and feedback can promote performance. In addi- 
tion, it provides an opportunity to assess the ex- 
tent to which goal acceptance, or the use of an 
inappropriate statistical model, can explain the 
unexpected results in the Kenis (1979 ) study. In 
particular, the linear additive effects of setting 
difficult budgetary goals and budgetary feedback 
are examined under conditions of goal accep- 
tance. The analysis is then extended to examine 
the joint effects of goals and feedback. 

A secondary purpose of this paper is to con- 
sider what might be the appropriate dependent 
variables in studies that investigate the effects of 
budgetary goals and feedback. It will be argued 
that budgetary performance is always an approp- 
riate dependent variable, whereas overall job 
performance in some cases, (including Kenis, 
1979) is an inappropriate dependent variable. 
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HYPOTHESES DEVELOPMENT 


Appropriate statistical model 

Lock et al (1981, pp. 133—136) reviewed two 
sets of studies in their examination of the effects 
of goals and feedback on performance. The first 
set included studies that compared the perform- 
ance effects of setting difficult but acceptable 
goals, in comparison with setting no specific 
goals (e.g. Bandura & Simon, 1977; Latham et al, 
1978; Nemeroff & Consentino, 1979). Feedback 
was provided in all cases. Their review showed 
that feedback without goals was not sufficient to 
improve performance. Thus, Locke et al con- 
cluded that goals were necessary for feedback to 
promote performance. The second set of studies 
included those in which feedback was manipu- 
lated and goals were provided in all cases (e.g. 
Erez, 1977; Becker, 1978; Strang et al, 1978). 
Results from these studies showed that goals 
without feedback were not sufficient to improve 
performance. Accordingly, Locke et al 
suggested that feedback was necessary for goals 
to promote performance. Given the results from 
both sets of studies, they concluded that neither 
feedback alone nor goals alone were sufficient to 
improve performance — both were necessary. 

More recently, Campion & Lord (1982), fol- 
lowing Powers (1973), used a control systems 
model of motivation to explain why goals and 
feedback interact to affect performance. They 
suggested that goals provide a referent or de- 
sired state against which performance (feed- 
back) is compared. Any discrepancy between 
goals and feedback creates a correction motiva- 
tion that, in the first instance, involves the de- 
velopment of action plans to remove the discre- 
pancy (Miller et al, 1960). These plans might 
centre on innovative, more effective ways of per- 
forming a task, or simply the expenditure of 
more effort during task performance (Locke et 
al, 1981). Given this model, Campion & Lord 
(1982, p. 268) suggest that difficult goals to- 
gether with feedback lead to higher levels of per- 
formance than easy goals, because of the greater 
number of instances in which they indicate a 
negative discrepancy between performance and 
goals. Hence, the need for a remedial response, 
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such as an increase in effort or a change in 
strategy.’ 

In summary, evidence from the psychology 
literature supports the argument that both goals 
and feedback are necessary for improvements in 
performance. Independently, goals and feed- 
back are unlikely to promote performance. More 
formally it follows that: 


H1. Independently, budgetary goal difficulty and budget- 
ary feedback will not affect performance. 

H2. Budgetary goal difficulty and budgetary feedback will 
interact to affect performance. 


Consistent with goal setting studies in the 
psychology literature (Locke et al, 1981), H1 
and H2 assume that there is an acceptance of 
budgetary goals. 


Appropriate dependent variables 

In principle, the dependent variable of in- 
terest in H1 and H2 may be budgetary perform- 
ance or overall job performance. However, evi- 
dence shows that individuals attend to activities 
that support task outcomes, for which there are 


goals and tend to ignore other activities (e.g. 


Stedry & Kay, 1966; Baumler, 1972; Porter et al, 
1975). Consequently, setting budgetary goals 
should direct attention to activities that are as- 
sociated with budgetary performance. However, 
as budgetary performance, in some cases, repre- 
sents only a subset of overall job performance 
(see in particular, Kenis, 1979, p. 713; and also 
Hopwood, 1972; Hayes, 1977; Hirst 1981; Gov- 
indarajan, 1984), it follows that setting budget- 
ary goals may have little effect on overall job per- 
formance. Consequently, in this study, budget- 
ary performance is assumed to be the approp- 
riate dependent variable for testing H1 and H2. 
Nevertheless, overall job performance can be 
an appropriate dependent variable in cases 
where budgetary performance is the major com- 
ponent. That is, where the important task out- 
comes can be captured by budgetary goals. Ac- 
cordingly, in this study, information about over- 
all job performance was collected to assess the 
association between the two measures of per- 
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formance, and therefore, the appropriateness of 
using overall job performance in testing H1 and 
H2. 


RESEARCH METHOD 


Survey administration 

A questionnaire was administered to a sample 
of managers from a property development and 
management corporation. Fifty-eight senior 
managers were selected by the company secret- 
ary to participate in the study. Given this study 
focuses on budget-related variables, selection 
was limited to managers who had budget re- 
sponsibilities. The managers represented the 
three main areas of operation — design and con- 
struction, leasing and shopping centre manage- 
ment. The questionnaires were delivered to the 
firm’s head office and distributed to potential 
participants through their internal mail system. 
A letter from the Joint Managing Directors’ office 
was enclosed with each questionnaire. The let- 
ter encouraged the managers to participate in 
the study, although completing the question- 
naires was on a voluntary basis. In addition, the 
letter indicated that responses would remain 


‘anonymous, that each questionnaire would be 


kept strictly confidential, and that they should 
be returned directly to the researchers using the 
enclosed, stamped addressed envelope. 

These procedures produced 44 responses, all 
of which were usable, yielding a response rate of 
76%. Seventy-three % of the participants had 
been with the firm for more than two years and 
52% had been in their current position for more 
than two years. 


Variable measurement 


Dependent variables Following Kenis 
(1979), budgetary performance was measured 
by asking respondents to indicate how often 
they met their budget goals. Responses were on 
a scale that ranged from 1 (never) to 7 (always). 
Similarly, respondents were asked to rate their 


? Note that Simon (1957) and March & Simon (1958) provide a similar rationale for providing both goals and feedback. 
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overall job performance on a scale, ranging from 
1 (barely satisfactory) to 7 (extremely good). 
The means, standard deviations and the intercor- 
relation of the performance (dependent) vari- 
ables are presented in Table 1. 

The correlation reported in Table 1 was sig- 
nificant (r = 0.48). However, as the common 
variance is small (i.e. 23% ) it follows that, in this 
study, budgetary performance is probably a poor 
surrogate for overall job performance.’ More- 
over, given previous argument, it follows that 
overall job performance is probably an inap- 
propriate dependent variable for testing H1 and 
H2. Even so, for completeness, the results for 
overall job performance are reported below. 


TABLE 1. Means, standard deviations and tntercorrelation of 
the dependent variables 


Intercorrelation 


Variable Mean SD. 1 2 


1. Budgetary performance 
2. Overall job performance 5.86 0.91 


581 0.76 1 
0.48* 1 


*p<O0.01;N = 44. 


Independent variables. Measures of budget- 
ary goal difficulty were obtained from a four 
item, seven point Likert scale developed in Kenis 
(1979). The items asked how difficult it was to 
attain budgetary goals, whether goals were fairly 
easy (reverse item), the amount of effort re- 
quired to attain goals, and how the budgetary 
goals would be rated on a scale from “too tight” 
to “too loose”. The internal reliability (Cron- 
bach, 1951) of this scale was moderate (a = 
0.63).4 ) 

Measures of budgetary feedback were ob- 
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tained from a three item, seven point Likert 
scale, which was also developed by Kenis 
(1979). The items asked how often feedback 
was received about budget goal achievement 
and budget variances, and whether superiors 
provided feedback about performance in rela- 
tion to budgetary goals. The internal reliability 
of this scale was high (a =0.87). 

Table 2 presents the means and standard de- 
viations for both independent variables, to- 
gether with their intercorrelation. 


TABLE 2. Means, standard deviations and intercorrelation of 
the independent variables 


Intercorrelation 


Variable Mean S.D. 1 2 


1. Budgetary goal difficulty 19.72 3.78 1 
2. Budgetary feedback 15.66 499 —0.07* 1 


* NS at 0.05 level; N = 44. 


Other variables. The effects of budget goal dif- 
ficulty and budgetary feedback are predicated 
on the basis of goal acceptability (Mento et al, 
1980; Locke et al, 1981). Accordingly, a single 
item was included in the questionnaire to mea- 
sure budget goal acceptance. The item 
explained that commitment to a gcal means ac- 
ceptance ofit as a personal goal and a determina- 
tion to attain it. The item required an assessment 
of budget goal commitment, ranging from com- 
pletely committed (7) to not at all committed 
(1). As the mean response for this item was 6.45 
(S.D. = 0.76) it followed that, in this study, par- 
ticipants accepted their budget goals. Moreover, 
the condition necessary for testing H1 and H2 
(i.e. goal acceptance ) was satisfied. 


> The small common variance between budgetary and job performance was surprising as the participating managers were 
selected because the importance of their budgetary responsibilities. Subsequent enquiries indicated that, indeed, budgetary 


performance was important, however, it was a necessary but not sufficient indicator of overall job 


. Other 


criteria, such as, interpersonal relations (with subordinates, peers and superiors) and attitude (to both work and the 
company) were also critical factors in assessing overall job performance. 


í Internal reliability, a = ——__——# 
where n = the number of separate items in the scale 
fy = the average of all inter-item correlations. 
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RESULTS 


Main analysts 

To test H1, the data for budgetary perform- 
ance and overall job performance were sepa- 
rately fitted to the folowing equation: 

Y =b,+6,BD+ b, BF (1) 
where Y = budgetary performance or overall 
job performance 
BD = budget goal difficulty 
BF = budgetary feedback’ 
H1 is supported if b, = b, = 0. 

The results of fitting equation (1) to the data 
for budgetary performance and overall job per- 
formance are presented in Tables 3 and 4, re- 
spectively. These results are consistent with H1. 
They show that the linear additive effects of 
budgetary goal difficulty and budgetary feed- 
back on both budgetary performance and over- 
all job performance are not significant. More- 
over the feedback results are entirely consistent 
with those reported by Kenis (1979). In addi- 
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tion, the results for budgetary goal difficulty are 
similar, although Kenis found a very weak, nega- 
tive relation between budget goal difficulty and 
budgetary performance. 

To test H2, the data for budgetary perform- 
ance and overall job performance were sepa- 
rately fitted to the following equation: 


Y =b,+6,BD+6,BF+b,BDBF (2) 


where Y, BD and BF are defined as in equation 
(1), and BDBF is the interaction between budget 
goal difficulty and budgetary feedback. H2 is 
supported if b; > 0. 

The positive sign for b; is expected because 
the interaction term BDBF is constructed by 
simply multiplying the scores on both budgetary 
goal difficulty, BD, and budgetary feedback, BF 
Consequently, high (low) scores on the interac- 
tion term are obtained from high (low) scores 
on both BD and BF. Given the argument support- 
ing H2, which suggests that both budget goal dif- 
ficulty (BD) and budgetary feedback (BF) are 
necessary for high performance, high (low) 


TABLE 3. Results of fitting equation (1) to budgetary performance 


Vartable Coefficient 
Intercept b, 
Budgetary goal difficulty (BD) b, 
Budgetary feedback (AF) b, 


Adj. R? = 0.02; F, 4, = 0.59; NS 


Value Std. error t p 
5.626 0.741 7.59 <0,01 

~—-0.037 0.123 0.30 NS 

0.072 0.070 1.02 NS 


TABLE 4. Results of fitting equation (1) to overall job performance 


Vartable Coefficient 
Intercept b, 
Budgetary goal difficulty (BD) b: 
Budgetary feedback (BF) b; 


Adj. R? = 0.01; Faa; = 1.16; NS 


Value Std. error t Pp 
6.160 0.658 9.36 <0.01 

. ~O.111 0.109 1.01 NS 

0.066 0.062 1.06 NS 


$ The scores of BD and BF were rescaled by dividing the scores for each scale by the number of items in the scale. This 
rescaling ensured that BD and BF had an equivalent weight in constructing the product term in equation (2). This rescaling 
affects the size but not the significance of the main effect coefficients (Le. b, and 63). Similarly, the rescaling affects the size 
but not the significance of the interaction coefficient (i.e. b; in equation (2) ). 
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scores on the interaction term are expected to 
be associated with high (low) performance. 
Hence, the sign of B, is expected to be positive. 
The results of fitting equation (2) to the data 
for budgetary performance and overall job per- 
formance are presented in Tables 5 and 6, re- 
spectively. Most importantly, the results in Table 
5 support H2. They show that the coefficient for 
the interaction term is significant (b; = 0.206, t 
= 3.22, p < 0.01). Furthermore, the positive 
sign for b; indicates that both budgetary goal dif- 
ficulty and budgetary feedback are necessary for 
improvements in budgetary performance. 
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Note also that Table 5 reports significant main 
effects for budget goal difficulty (b, = — 1.065, 
t= 3.15, p < 0.01) and budgetary feedback (b, 
= —0.927, t = 2.93, p < 0.01). However, these 
results do not have substantive meaning, they 
are simply artifacts of the correlation between 
the interaction term and each of its components 
(i.e. BD and BF) (Althauser, 1971).©’ Even so, it 
is important to recognize that these correlations 
do not affect the sign, significance and, there- 
fore, the interpretation of the coefficient for the 
interaction term (Cohen, 1978).8 

The results in Table 6 do not support H2. The 


TABLE 5. Results of fitting equation (2) to budgetary performance 


Variable Coefficient Value Std. error t p 

Intercept b, 10.635 1.693 6.28 <0.01 
Budgetary goal difficulty (BD) bz —1.065 0.338 3.15 <0.01 
Budgetary feedback (BF) b, —0.927 0.316 2.93 <0.91 
BD X BF b, 0.206 0.064 3.22 <0.01 


Adj. R? = 0.17; Fs, 40 = 3.94; p = 0.015 


TABLE 6, Results of fitting equation (2) to overall job performance 


Variable Coefficient Value Std. error — t p 
Intercept b, 6.677 1.686 3.96 <0.0 
Budgetary goal difficulty (BD) bz —0.217 0.336 0.64 NS 
Budgetary feedback (BF) b, —0.037 0.315 0.12 NS 
BD X BF b, 0.021 0.064 0.33 NS 


Adj. R? = 0.01; F3 4 = 0.79; NS 


6 ‘The correlations between the interaction term and both of BD and BF are 0.45 and 0.84, respectively. These correlations 
can be reduced by using mean deviation variables (i.e. BD — mean and BF — mean) to construct the Interaction term (Le. 
BDBF). Following this procedure, in the present study, provides correlations of —0.12 and --0.07 between the newly 
constructed interaction term and each of BD and BF, respectively. Refitting equatioh (2) to the data for budgetary 
performance using the newly constructed interaction term shows, consistent with the results in Table 3, that the lincar 
additive effects of AD and BF are not significant (Le. b, = 0.09, t = 0.82, NS: b, = 0.08, ¢ = 1.33, NS). However, the use of 
mean deviation variables makes it difficult to interpret the sign of the interaction coefficient; and, more importantly, their use 
does not change the sign, size or significance of the interaction coefficient (Le. b4) shown in Table 5. 


7 The change in the sign of the BF coefficient (Le. b,) in Tables 3 and 4 can also be attributed to the correlation between the 
independent variables (Darlingtoa, 1968). 

8 Allison (1977) argues that, given intercorrelated independent variables, the best measure of the importance of interaction 
effects is simply the increment to R? with the inclusion of the interaction term. More importantly, he shows that testing the 
significance of the increment to R? is equivalent to testing whether the coefficient for the interaction term is significantly 
different from zero. . 
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coefficient for the interaction term is not signifi- 
cant (b4 = 0.021, £ = 0.33, NS) where perform- 
ance refers to overall job performance. 


Further analysts 

The validity of the results depends, in part, on 
the assumptions inherent in the regression 
analysis. Three important assumptions are nor- 
mality of residuals, homogeneity of variance of 
residuals and the appropriateness of a linear 
model (Cohen & Cohen, 1983). The normality 
assumption was investigated by comparing the 
observed distribution of (standardized) residu- 
als to that expected under the assumption of 
normality. A normal probability-plot was pre- 
pared which compared the two cumulative dis- 
tributions against each other for a series of 
points. Departures from an expected straight 
line indicate that the observed distribution is 
non-normal In addition departures from ñor- 
mality were also investigated using the Kol- 
mogorov—Smirnov (K-S )z test. 

Table 7 shows a summary of these analyses for 
each regression equation and each dependent 
variable. The results show that the assumption of 
normality is valid only for (2) where the depen- 
dent variable is budgetary performance. Note 
that in relation to the other three regression equ- 
ations, departures from normality are consistent 
with previous argument that these equations are 
misspecified (Norusis, 1986). 

The homogeneity of variance assumptions 
was investigated for each equation by plotting 
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the standardized residuals against the predicted 
values of each dependent variable. Although re- 
quiring judgement, inspection of the plots 
showed that the residuals tended to fall within a 
horizontal band of uniform width. Accordingly, 
it was concluded that the constant variance as- 
sumption was satisfied for all equations. 

Finally the assumption of linearity was investi- 
gated by plotting each independent variable 
against each of the dependent variables. Again, 
some judgement was required. Even so, there 
was no indication from the several scatterplots 
that non-linear relations characterized the data.” 
Consequently it was concluded that the linearity 
assumption was also satisfied for all equations. 

The main conclusion from the above analysis 
is that the critical results in this study, reported 
in Table 5, are statistically valid. Even so, given 
that judgement was required to interpret the 
various data plots, additional analyses, known as 
randomization tests, were undertaken. As such 
tests provide a measure of significance for statis- 
tics with unknown distributions, they do not re- 
quire the assumptions inherent in regression 
analysis. 

Following Edgington (1980) and Noreen 
(1986) randomization tests involve, (1) calcula- 
tion of the relevant test statistic, say the correla- 
tion between two variables, (2) randomization 
of the raw data for each variable, and (3) recalcu- 
lation of the correlation coefficient. Steps (2) 
and (3) are repeated many times. Each time, the 
correlation of the randomized observations is 


TABLE 7. Departures from normality 


Equation (1) Equation (2) 
Budgetary performance Overall performance Budgetary performance Overall performance 
Departures from 
straight line Yes Yes No Yes 
K-S z( Prob.) 1.73(<0.01) 1.52(<0.02) 0.84 (NS) 1.63(<0.01) 


? It is important to test the assumption of linearity between budget goal difficulty and performance as there is both argument 
and evidence supporting a nonlinear relation between these variables (Stedry & Kay, 1966; Hofstede, 1968; Hopwood, 
1975). This nonlinear relation is caused by goal rejection at high (impossible) levels of goal difficulty. However, as discussed 
above, subjects in the present study accepted their (difficult) goals. Accordingty, it is not surprising to find an 
(approximately ) linear relation between goal difficulty and performance in this study. 
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compared with the correlation of the actual ob- 
servations. A count is made of the number of 
times the value of the correlation coefficient of 
the randomized observations exceeds the corre- 
lation coefficient of the actual observations. This 
count is then used to compute the significance 
test as follows: 


if < a reject Hy 
where 
Count + 1 


number of trials + 1, 
a = pre-selected confidence level (say 
0.05 ), and 
H, = the null hypothesis (which, in the 
- present case, is that the two variables 
are unrelated ). 


An intuitive understanding of this significance 
test is gained by recognizing that the randomiza- 
tion procedure enables an empirical distribution 
to be developed for a given test statistic, where 
the null hypothesis is true.’° Consequently the 
null hypothesis can be rejected if there is little 
chance (given by &) that the actual test statistic 
falls within the empirical distribution. l 

The results of following this randomization 
procedure are shown in Table 8. The multiple 
regression coefficient, R? (adjusted), associated 
with each of the four regression equations was 
selected as the test statistic of interest; and the 
data was randomized 1000 times for each statis- 
tics. 

As shown in Table 8, and completely consis- 
tent with the main analysis above, the null hypo- 
thesis can only be rejected for the full regression 
equation (i.e. (2)) where the dependent vari- 
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able is budgetary performance (k = 0.01). A 
separate analysis was conducted to test the sig- 
nificance of the regression coefficient associated 
with the interaction term in this equation. Again, 
consistent with the main analysis, the null hypo- 
thesis was rejected (k < 0.01 ). Indeed, on no oc- 
casion (out of 1000 trials) did the calculated re- 
gression coefficient for the interaction term ex- 
ceed the value of the original coefficient. In 
short, the randomization tests support both H1 
and H2. 


DISCUSSION 


The most important finding from the preced- 
ing analysis is that setting difficult budgetary 
goals and, subsequently, providing feedback 
about goal achievement can promote budgetary 
performance. This result is comforting given the 
ubiquitous presence of budgetary control sys- 
tems in organizations (Stedry & Kay, 1966) and 
the widely held belief in the accounting litera- 
ture concerning the beneficial effects of goals 
and feedback. Moreover this result is entirely 
consistent with relevant theory and evidence in 
the psychology literature — both goals and feed- 
back are necessary for performance improve- 
ments (Locke et ai, 1981; Campion & Lord, 
1982). 

Overall, the results of this study are related in 
several ways to the findings in the Kenis (1979) 
study. Recall that Kenis provides one of the few 
attempts in the accounting literature to examine 
the relations among goals, feedback and per- 
formance. First, the results from testing H1 pro- 
vide general support for those in the Kenis study. 


TABLE 8. Randomization tests for R* (adjusted) 


Equation(1) 


Equation (2) 


Budgetary performance Overall performance Budgetary performance Overall performance 


k value 0.55 


* significant at a < 0.05 


0,32 


0.01° 0.47 


- 


10 The randomization procedure induces stochastic independence among the variables. 


Es 


BUDGETARY GOAL DIFFICULTY 


In both studies, the linear additive effects of 
budgetary goal difficulty and feedback are 
shown to be of little importance in promoting 
performance. Second, as the present study con- 
trolled (by sample selection) for goal accep- 
tance, there is some doubt concerning the claim 
by Kenis that budgetary goal difficulty had little 
effect on performance because of goal rejection. 
As shown in this study, budget goal difficulty 
does not have a direct effect on performance 
even where there is goal acceptance. 

Third, the results from testing H1 and H2 indi- 
cate that, in the Kenis (1979) study, the null 
findings for the effects of budgetary goal diffi- 
culty and feedback are probably due to using an 
inappropriate statistical model. Argument and 
evidence presented in this study suggest that in 
order to examine the effects of goals and feed- 
back, it is necessary to use a statistical model that 
employs an interaction term. Fourth, given that 
the results indicate feedback is necessary for 
budget goal difficulty to promote budgetary per- 
formance, some caution is required in accepting 
the conclusion by Kenis (1979, p. 718), that pro- 
- viding feedback has few implications for per- 
formance. 

Fifth, and again consistent with the Kenis 
(1979) study, the results of this study show that 
budgetary goals and budgetary feedback do not 
affect overall job performance. As suggested 
above, overall job performance can be an inap- 
propriate dependent variable where attention 
focuses on the effects of budgetary goals and 
budgetary feedback. Interventions, which in- 
volve budgetary goals and budgetary feedback, 
are likely to direct attention to budgetary per- 
formance. Where such performance is a poor 
surrogate for overall job performance (as in this 
study and Kenis study), it follows that budgetary 
goals and feedback will have little affect on over- 
all job performance. 

In view of the above discussion, it is important 
to emphasize that there are several limitations 
associated with this study. First, the sample is a 
small, non-random selection from within a single 
organization. As such, it is not possible to claim 
that the sample is representative of a wider 
population. Nevertheless, given that the above 
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results are consistent with research findings in 
the psychology literature, it seems probable that 
the results have a degree of external validity. 
Second, the small sample size might have contri- 
buted to the null findings in relation to H1. Even 
so, these findings are consistent with theory and 
evidence in the psychology literature (Erez, 
1977; Campion & Lord, 1982), and generally 
consistent with the findings reported by Kenis 
(1979). Recall that the sample size in Kenis’ 
study was relatively large, with N = 169. Third, 
the data are cross-sectional and, as such, the 
issue of causation is not able to be resolved in 
this study. The results are, however, consistent 
with experimental evidence in the psychology 
literature (e.g. Erez, 1977), hence it seems likely 
that internal validity threats are minimal. Fourth, 


the data are products of a self-report question- 
naire, which raises the possibility that the find- 


ings are merely response consistency artifacts. 
Again this seems to be a remote possibility 
because the analysis focuses on relationships in- 
volving interactions between variables. It is un- 
likely that interaction effects are an outcome of 
any simple process in which subjects mechani- 
cally tick extreme or socially desirable re- 
sponses. 

Fifth, the measurement scales in this study 
were the same as those used by Kenis (1979). 
However, standard questions of scale validity 
and, in some cases, reliability were not directly 
addressed in the present study. Accordingly, 
legitimate concern may arise, for example, in re- 
lation to the single item measures of perform- 
ance. Respondents have discretion in judging 
both the standard of benchmark level for asses- 
sing performance and, the time period over 
which the rating is made. As a consequence, the 
comparability of responses becomes question- 
able. Even though improved measures of per- 
formance are available (e.g. see Govindarajan, 
1984) their use raises the question of whether 
measures with potential limitations should be 
used in the interests of replicating previous 
results, or whether improved measures, which 
add another source of variation of results com- 
pared to previous ones, should be used. In the in- 
terests of replicability the Kenis measures were 
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adopted in this: study. Also, it should be noted 
that hypothesis testing involves a joint test of the 
hypothesis and scale reliability and validity. As 
such, support for H2 also provides indirect sup- 
port for the quality of the measures. 

Finally, the sixth issue is whether the present 
study, which focuses on a limited set of con- 
structs, can contribute to the understanding ofa 
complex phenomenon. Critics may question the 
value of such research given the small explained 
variances (typically < 20% ), preferring instead, 
more comprehensive models.''. Against this, 
however, note that the independent variables in 
the present study are central variables in the de- 
sign of budgetary control systems (Emmanuel & 
Otley, 1985). Moreover, evidence from the 
psychology literature suggests that goal diffi- 
culty and feedback are relatively important pre- 
dictors of performance (Locke et al, 1980). In 
addition, the role of this study is not simply to 
explain variance in performance. Its purpose is 
also to examine a possible resolution to unex- 
pected results in prior research. This role is 
argued by some philosophers of science to be a 
key function of research (e.g. see. Kuhn, 1970). 

With these limitations in mind, the major 
result from this study is that the performance ef- 
fects of goals (feedback) are conditional on feed- 
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back (goals). However, it remains to be consi- 
dered whether the joint effects of goals and feed- 
back are moderated by other variables. For 
example, as suggested above, Campion and Lord 
(1982) argue that goal/feedback discrepancies 
cause individuals to increase effort and/or plan 
more effective ways of performing a task. In this 
way, goals and feedback promote performance. 
More recently, however, Hirst (1987) argues 
that these activities can be inhibited by incom- 
plete task knowledge. If so, and given (as Hirst 
argues ) that there are tasks for which task knowl- 
edge is generally incomplete, it is possible that 
task characteristics moderate the joint effects of 
goals and feedback. In addition, a relatively 
simplistic view of feedback was adopted in this 
study. The amount of budgetary feedback re- 
ceived by managers was of main concern. Yet 
there is evidence that the source, timeliness, 
sign (positive or negative) and frequency of 
feedback can affect recipient responses (Ugen et 
al, 1979). Consequently, thesé feedback 
characteristics may also moderate the joint ef- 
fects of goals and feedback. The issue of specific 
moderator variables and the general question of 
whether the present results generalize to other 
samples, could profitably be explored in future 
research. 
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Abstract 


This paper explores the similarities in legal and accounting theory with reference to their foundations in 
neoclassical economics. Neoclassical legal theorists argue that governmental interference in employment 
should be minimized and that individual contractual arrangements are a superior means of resolving 
organizational conflict. Similarly, agency-based accounting researchers argue that the demand for 
accounting reports derives from, and should be based on, the equilibrium set of “free” market-determined 
contracts. Both critical legal theorists and radical accountants contend that the “market” concept and its 
theoretical derivatives are ideological constructs which obscure the biases of power inherent in economic 
organizations, When applied to organizational structure, critical theory and radical accounting mutually 


enrich the insights of the respective disciplines. 


In an article discussing recent developments in 
American law, a commentator noted that 
“(tlhere is war in the lofty world ‘of legal 
thought” (Reidinger, 1986, p.64). The academic 
controversy, he continued, arises out of the dis- 
agreement between theorists who view law in 
terms of economic analysis and the group of 


scholars associated with the movement known’ 


as critical legal studies. Adherents of the law and 
economics movement contend that a legal sys- 
tem should ideally promote the free and efficient 
operation of markets in which individ 
peded by governmental regulation, make ra- 
tional, economically utilitarian choices; In con- 
trast, critical legal theorists assert that the Ameri- 
can legal system is historically biased i of 


, unim- 


the economic interests of capitalism and that it 
reinforces inequitable allocations of wealth and 
power (Kennedy, 1987). The “civil war” alluded 
to in American universities is particularly ac- 
rimonious in nature and has resulted in highly 
publicized conflicts among faculty at the Har- 
vard Law school (Wail Street Journal, 1989). 
The divisive quality of the debate indicates that 
the differences may be categorical and irrecon- 
cilable (Gordon, 1988a; Nelson, 1988). 

With respect to the discipline of accounting, a 
similar tendency is apparent in the new intellec- 
tual movement which is generally referred to as 
“radical accounting” (Chua, 1986; Tinker et al, 
1987). Radical accounting, like critical legal 
theory, challenges certain theoretical assump- 


* An carlier version of this paper was presented at the Second Interdisciplinary Perspectives in Accounting Conference held 
at The University of Manchester, July 1988. The authors gratefully acknowledge the thoughtful comments of the conference 
i participants, especially Wai Fung Chua, Michael Clarke (the discussant), Cheryi Lehman, Peter Miller, Tony Tinker and an 

anonymous reviewer. Special thanks go to Anthony Hopwood and three anonymous reviewers of this journal. 
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tions prevalent in mainstream accounting re- 
search. The radical accounting approach asserts 
that accounting practices are permeated with 
the interests ofa dominant economic group, that 
accounting is to a significant degree ideological 
in content, and that its ideology enhances the 
power of identifiable groups within an enter- 
prise. Importantly, radical accounting also attri- 
butes the theoretical tenets of mainstream ac- 
counting to neoclassical origins. 

There is a substantial common ground be- 
tween critical legal scholars and radical account- 
ing theorists which affords insights into the re- 
spective disciplines. A comparative analysis of 
the two movements helps to reveal the ideologi- 
cal structure of capitalist organizations, particu- 
larly insofar as the relationship between 
‘employers and employees is concerned. 
Through the legitimating device of an objective, 
neutral “market” which ostensibly functions to 
allocate wealth and organizational power in an 
impartial manner, imbalances of power, hierar- 
chy, and disparity of wealth are explained and 
justified, and the stability of the existing order is 
reproduced. This paper first considers the neo- 
classical foundations manifest in contemporary 
legal and accounting thought and then examines 
the ideological strategies inherent in the neo- 
- classical model, with specific focus on the use of 
agency theory in accounting research. The ap- 
peal of the agency model is next explained from 
a critical legal approach, illustrating the useful- 


ness of a comparative, interdisciplinary ap- 


proach to a particular area of research. 


LAW, LABOR, AND THE MARKET 


The symbiotic relationship between legal 
doctrine and economic thought in the United 
States can be traced to the mid-nineteenth cen- 
tury. In an important and controversial study of 
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the evolution of American law, Professor Morton 
Horwitz (1976) argued that during the early 
1800s, the common law underwent a transfor- 
mation from “precommercial and antidevelop- 
mental” values to a system favoring entrep- 
reneurial and commercial activities.” Once that 
transformation had been completed in the 
1830s, common law became increasingly “for- 
malistic” in nature, and the system of common 
law rules presented an “appearance of being self- 
contained, apolitical, and inexorable, and which, 
by making “legal reasoning seem like mathema- 
tics,” conveyed “an air ... of ... inevitability” 
about legal decision” (pp. 253—254). The fiction 
ofa market, Horwitz continues, became a conve- 
nient device for establishing the neutrality and 
objectivity of law. He states (p. 256): 


Since only the market could supply “neutral” principles 
of distribution free from all “political” (that is, danger- 
ously equalitarian) influences, it became the task of the 
law to create legal doctrines that simply mirrored the 
market. Most of the basic dichotomies in legal thought of 
the nineteenth century —- between law and politics, law 
and morality, objective and subjective standards, dis- 
tributional and allocational goals — arose to establish the 
objective nature of the market and to neutralize and 
hence defuse the political and redistributional potential 
of law. 


Thus, the common law in the United States as- 
serted itself as an autonomous, neutral system 
which was free from the control of any identifi- 
able group. According to Horwitz, “The desire to 
separate law and politics has always been a cen- 


‘tral aspiration of the American legal system” (p. 


256), and to accomplish that end, law has persis- 
tently claimed to be a rational, predictive system 
which is “scientific” in character. Although the 
legal system does not contain a distinctive 
methodology other than discursive analysis, its 
attempted identification with science histori- 
cally served “to separate politics from law, sub- 
jectivity from objectivity, and laymen’s reason- 


! Hoewitz’s central thesis has been the subject of debate. Simpson (1979), for example, disputes the argument that American 
contract law followed the clear line of development posited by Horwitz. Horwitz’s work remains one of the important early 
contributions to the critical legal studies literature, and his arguments regarding the connection between the growth of 
capitalism and the evolution of legal doctrine have been substantiated by more particularized studies (e.g. Tomlins, 1988; 


Hogler, 1987). 
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ing from professional reasoning” (p. 257). Con- 
sequently, law was regarded as an apolitical and 
objective institution which presumably pro- 
tected the rights of all citizens without bias or 
prejudice.* An excellent example of the manner 
in which market theory has been used es a basis 
of common law reasoning is the legal principle 
of employment at will. 


First announced in 1877 by a legal scholar 
named Horace Gray Wood, the employment at 
will doctrine states that an employee may be ter- 
minated from employment at any time for a good 
reason, a bad reason, or no reason. An employer, 
consequently, has complete discretion regard- 
ing the matter of discharge, and an employee has 
no grounds on which to challenge a discharge. 
Despite the fact that Wood misinterpreted much 
American legal precedent (Feinman, 1976), his 
rule became the prevailing judicial principle; 
and in a leading case in 1884 (Payne, 1884), the 
Tennessee Supreme Court offered a neoclassical 
justification for the rule. 


The employer in Payne forbade his employees 
to trade with a particular merchant and 
threatened to discharge any employee who did 
so. The merchant, Payne, sued the employer al- 
leging that the employer could not legally fire 
employees on that ground. The court upheld the 
employer's right to terminate employees with- 
out any stated cause. It did so on the theory that 
a contrary rule would hinder the development 
of capitalism. “[M]en must be left,” the court 
said, “without interference to buy and sell where 
they please, and to discharge or retain 
employees at will for good cause or for no cause, 
or even for bad cause without thereby being 
guilty or an unlawful act per se” Even though 


large corporations might use their power to in- 


jure individuals and society, the court con- 
tinued, the law could not restrict their rights to 
exercise economic domination. The majority 
concluded with a general statement of the rule 
(p. 519): “The great and rich and powerful are 
guaranteed the same liberty and privilege as the 
poor and weak. All may buy and sell when they 
choose; they may refuse to employ or dismiss 
whom they choose, without being thereby 
guilty of a legal wrong, though it may seriously 
injure and even ruin others.” Accordingly, the 
right to engage in a marketplace transaction for 
the sale and purchase of labor was to remain free 
from government interference. 

The dissenting judges in the Payne case of- 
fered a different view of employment. They 
argued that an employer should be required to 
show good cause for any discharge. Such a re- 
quirement would not interfere with legitimate 
business practices, they said, but would confine 
the power of capital to its legitimate sphere. The 
principle espoused by the majority, according to 
the dissent, could be used to control the 
employee’s social and political life (p. 544): 


Capital may thus not only find its own legitimate employ- 
ment, but may control the employment of others to an 
extent that in time may sap the foundations of our free in- 
stitutions. Perfect freedom in all legitimate uses is due to 
capital, and should be zealously enforced, but public 
policy and all the best interests of society demand it shall 
be restrained within legitimate boundaries, and any chan- 
nel by which it may escape or overieap these boundaries, 
should be carefully but judiciously guarded. 


Such concerns regarding the potentially oppres- 
sive power of capital over the personal lives of 
workers, however, ceased to figure in judicial 
thought during the latter nineteenth and early 
twentieth centuries. 


? The mainstream or “idealized” view of law can be summarized in the following related propositions: 


(1) the law on a particular issue is pre-existing. clear, predictable, and available to anyone with reasonable legal skill; (2) 
the facts relevant to disposition ofa case are ascertained by objective hearing and evidentiary rules that reasonably ensure 
that the truth will emerge; (3) the result in a particular case is determined by a rather routine application of the law to 
the facts; and (4) except for the occasional bad judge, any reasonably competent and fair judge will reach the “correct” 


decision (Kairys, 1982, pp. 1-2). 


Critical legal theory challenges both the traditional “liberal” position in law as well as the more recent law and economics 
school of legal theory. For example, Kelman’s (1937) book-length treatment of critical legal theory encompasses the major 


doctrinal trends in contemporary legal thought. 
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In the case of Adair v. United States in 1908, 
which is the apotheosis of employment at will, 
the US. Supreme Court struck down federal 
legislation affording railway employees a right to 
unionize. According to the Court, Congress 
lacked the constitutional authority to restrict an 
employer’s discretion in hiring and firing work- 
ers, The employment at will rule was thereby 
constitutionalized, and the reasoning in the case 
was firmly grounded on the neoclassical founda- 
tion of freedom and equality of market transac- 
tions. In one illustrative passage, the Court ar- 
ticulates the point with particular vigor and clar- 
ity (p. 175): 


It was the legal right of the defendant Adair — however 
unwise such a course might have been — to discharge 
Coppage because of his being a member ofa labor organi- 
zation, as it was the legal right of Coppage, if he saw fit to 
do so — however unwise such 2 course on his part might 
have been — to quit the service in which he was engaged, 
because the defendant employed some persons who 
were not members of a labor organization. In all such par- 
ticulars the employer and the employee have equality of 
right, and any legislation that disturbs that equality is an 
arbitrary interference with the liberty of contract which 
no government can legally justify in a free land. 


Because the Court broadly interpreted the Fifth. 


Amendment to safeguard the rights of liberty 
and property, specifically the right to purchase 
and sell labor, Congress could not interfere with 
the contractual relationship between employer 
and employee. Although the constitutional prin- 
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ciple set forth in Adair was repudiated by the 
Supreme Court in 1937 (Jones & Laughlin, 
1937), and the common law has developed im- 
portant exceptions to the employment at will 
rule within the past decade (Holloway & Leech, 
1985), the law and economics movement con- 
tinues to play an important role in the develop- 
ment of legal theory in this area. One of the most 
influential contemporary proponents of.econ- 
omic analysis, Richard Epstein (1984), has of- 
fered a straightforward neoclassical defense of 
the employment at will doctrine.” 

Epstein argues that judicial modification of 
the at will principle is a misguided effort to pro- 
tect the interests of workers and is based on an 
inadequate understanding of economic princi- 
ples: He contends that “freedom of contract 
tends both to advance individual autonomy and 
to promote the efficient operation of labor mar- 
kets” (p. 951), and for those reasons, the Payne 
decision should remain the viable rule of com- 
mon law. Any legal doctrine, Epstein suggests, 
can be tested by the three standards of “intrinsic 
fairness, effects upon utility or wealth, and dis- 
tributional consequences” (p. 953). On those 
grounds, he insists, at will employment is the 
preferable principle. 

First, he argues that employment at will is fair 
because freedom of contract has importance as 
an aspect of individual liberty, similar to “free- 
dom of speech, or freedom in the selection of 
marriage partners, or in the adoption of religious 


5 A more complex approach to law and economics analyses the transaction costs of contractual arrangements and assumes 
that individuals have “bounded rationality” and limited conceptual competence. Such an approach has specific application 
to the employment at will doctrine (e.g. Fenn & Whelan, 1985) and to the study of economic organizations generally (e.g 
Williamson, 1988). From the perspective of critical legal theory, however, the appeal of law and economics lies in its 
reduction of human behavior to individual material incentives. Consequently, representatives of the “Chicago” school, such 
as Epstein, are in a fundamental way representative of the broader movement. As Mark Kelman (1987) explains (p. 118): 


[If is not solely my claim that the Chicago school is the truly significant one because it brought its simple message to an 
academic and social world in search of simplicity while both the old economically influenced Realists... or the prominent 
necinstitutionalists (like Oliver Williamson, Charles Goetz, and Robert Scott), who focused on transaction-cost reduction 
. in organizational and legal form, gave too few simplistic answers. It is my claim that even the more sophisticated thinkers 
(like Calabresi) in fact must adopt, more or less consciously, the social theory of the Chicago school adherents, even if 
they genuinely bristle at any summary statement of the theory, because it really és the social theory of economics, of a 
coherent liberal individualism that sees society as fundamentally successful when it responds to the will of individuals, 
and mediates the conflicts between individuals simply by making everyone pay his way. 
The argument of this essay is that ncoclassicism in legal theory and in accounting theory articulates a particular social order 
within organizations which persuades individuals that their desires and preferences are accommodated by the structures of 


the organization. 


AGENCY THEORY AS IDEOLOGY 44] 


beliefs or affiliations.” There should not be spe- 
cial protection for workers entering employ- 
ment contracts, for “people who are competent 
enough to marry, vote and pray are not unable to 
protect themselves in their day-to-day business 
transactions” (pp. 953—954). Workers, that is, 
desire no special solicitude in arranging employ- 
ment contracts. 


Regarding the utility of the at will rule, Epstein 
emphasizes that markets are based on mutuality 
of benefit; and as a consequence, “the employee 
can use the contract as 2 means to control the 
firm, just as the firm uses it to control the 
worker” (p. 957). The employer can impose sig- 
nificant costs on employees, such as discharge or 
wage reduction, in its effort to maintain discip- 
line and productivity. Conversely, the employee 
can impose costs on the employer by quitting 
“whenever the net value of the employment 
contract turns negative” (p. 966). The mutuality 
of at will employment also enables workers to in- 
flict costs on employers through “reputational 
losses” (p. 967) and to protect themselves by 
“risk diversification,” or moving from job to job 
(pp. 968-969). Other utilitarian advantages of 
the at will rule include a reduction in administra- 
tive costs —— that is, the cost of litigating an unjus- 
tified charge — and an equalization of bargaining 
power because the employer “must always pay 
an implicit price when he exercises his right to 
fire” (p. 973). 


Last, Epstein contends that abrogation of the 
at will rule would not effect positive distribu- 
tional outcomes; proposed reforms “cannot 
hope to transfer wealth systematically from rich 
to poor on the model of comprehensive systems 
of taxation or welfare benefits” (p. 977). 
Governmental regulation of employment con- 
tracts will only serve to reduce the level of 
wealth throughout the economy; consequently, 
“the losses are apt to be spread far and wide, 
which makes it doubtful that there are any gains 
to the worst off in society that justify somewhat 
greater losses to those who are better off’ (pp. 
977—978). Allocations of wealth, in Epstein’s 
view, cannot be achieved efficiently through in- 
terference with a party’s power to contract. 


Epstein’s analysis demonstrates the powerful 
ideological appeal of neoclassical theory. It 
urges the formulation of common law doctrine 
which advances “wealth maximization” as the 
highest social good (Posner, 1982), and it advo- 
cates such desirable values as freedom, liberty, 
and equality, which are to be attained through 
the unregulated functioning of capitalistic mar- 
kets. But for critical theorists, freedom of con- 
tract and the market concept are simply ideolog- 
ical justifications for existing inequities. Histori- 
cally, contract law has served primarily to legiti- 
mate a particular form of economic organiza- 
tion; in the words of one study (Gabel & Fein- 
man, 1982, p. 176): “The legitimating image of 
classical contract law in the nineteenth century 
was the ideal of free competition as the conse- 
quence of wholly voluntaty interactions among 
many private persons, all of who were in their 
nature free and equal to one another.” That 
image, the authors conclude, has been per- 
petuated in contemporary legal theory. 

The roots of neoclassicism in legal thought 
can thus be discerned in the mid-nineteenth 
century, and neoclassicist perspectives survive 
in the theories of modern adherents of law and 
economic analysis. In the field of accounting, a 
similar evolution has occurred. Mainstream ac- 
counting theorists have sought to conceptualize 
accounting as an objective and scientific en- 
deavor free from the subjective value judgments 
of its practitioners. The next section considers 
accounting as it is presented in one of the more 
influential theoretical models in the field. 


ACCOUNTING, AGENCY THEORY, AND 
MARKETS 


In their analysis of positive theories of ac- 
counting, Tinker et al (1982) examine the role 
of “marginalism” in accounting theory. As with 
the discipline of law, the ideology of free market 
transactions became central in accounting at an 
early date due to the effort to separate “fact” 
from “value” and “positive” from “normative” 
theories. Historically, the concept of value in ac- 
counting is derived either from a labor-based or 
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a utility-based origin. The latter, according to the 
authors, determines the relative value of all 
goods and services in an economy “by their rela- 
tive contribution to the utility of consumers. In 
the labor-based theory, in contrast, the exclusive 
source of value is productive labor” (pp. 175— 
176). 

Tracing “value theory” to its present incarna- 
' tion in marginalism, Tinker et al (1982) con- 
clude that there are two predominant aspects of 
that theory which recur in accounting thought. 
They point out (p. 188): | 


The first [aspect] is the emphasis on individualism 
(whether the individual owner or the corporation as a 
legal “person” ) which has served to preempt questions 
about the class affiliations of “individuals” and the part ac- 
countants play in class conflicts . . . The second emphasis 
in accounting has been an attempt to preserve objectivity 
and independence by shunning “subjective” questions of 
value and confining accounting data to “objective” mar- 
ket prices (historical and current). 


That latter emphasis, in which the accountant is 
presented as a “disinterested, innocuous histo- 
rian,” originates in the profession’s aspiration “to 
deny the responsibility that accountants bear for 
shaping subjective expectations which, in turn, 
affect decisions about resource allocation and 
the distribution of income between and within 
social classes” (p. 188). That point has an obvi- 
ous parallel in Horwitz’s description of the legal 
profession’s effort to separate law and politics. 
More fundamentally, the desire for objectivity 
has both epistemological and methodological 
implications. Mainstream accounting research 
“is dominated by a belief in physical realism — 
the claim that there is a world of objective reality 
that exists independently of human beings and 
that has a determinate nature or essence that is 
knowable” (Chua, 1986, p. 606). From that as- 
sumption, it follows that individuals may be de- 
scribed in an objective manner independent of 
social context. The appropriate model of know- 
ledge for mainstream theorists is therefore the 
“hypothetico-deductive” or “scientific” model, 
with its emphasis on universal causal connec- 
tions (Chua, 1986, p. 608). The predominance 
of “agency theory” as an explanation of account- 
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ing and organizational phenomena is a recent, 
highly influential interation of the mainstream 
assumption. Nowhere are the similarities be- 
tween the disciplines of law and accounting 
more evident than in the market theory which 
underlies much contemporary legal thought and 
the agency-based concepts so pervasive in con- 
temporary mainstream accountirg research. 
These similarities are especially significant in 
both the roles that contracting and markets play 
in agency-based accounting research, and also 
with respect to the neoclassical economic as- 
sumptions underlying this area of investigation 
and theory development. Therefore, we focus 
on the concept of agency in the following pages 
in order to emphasize the similar structural prin- 
ciples used in law and accounting in performing 
their respective roles in a capitalist society. We 
begin by first briefly describing agency theory, 
and then examine its influence on mainstream 
accounting research. This is followed by a dis- 
cussion of the contemporary critique of neo- 
classicism in accounting thought. 


Agency theory and contracting 
A complete examination of agercy theory is 


beyond the scope of this paper, buta brief over- 
view will provide a foundation for the discussion 
to follow. First, however, a semantic qualifica- 
tion is in order. While we use the term “agency 
theory” in a rather broad sense in this paper to 
refer to the economics and accounting literature 
that models the conditions, assump-ions and im- 
plications of contracts (implicit and explicit) 
among the parties to various organizational rela- 
tionships, agency theorists distinguish between 
agency literature and property rights literature 
(Watts & Zimmerman, 1986b). While the 
agency literature generally uses mathematical 
game theoretic models to address a _imited set of 
agency problems (e.g. Wilson, 1958; Berhold, 
1971; Spence & Zeckhauser, 1971 Ross, 1973, - 
1974; Mirrlees, 1974, 1976; Stiglitz. 1974, 1975; 
Holmstrom, 1979; Antle 1982, 1984), the prop- 
erty rights literature uses simpler models to ad- 
dress a broader range of agency problems (e.g. 
Coase, 1937, 1960; Alchian & Demsetz, 1972; 
Jensen & Meckling, 1976; Fama, 1980; Fama & 
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Jensen, 1983a, b) (Watts & Zimmerman, 1986b, 
p. 8). More important, perhaps, is that the prop- 
erty rights literature includes competition and 
markets in the analysis and thus has been used 
extensively in empirical accounting research 
(Watts & Zimmerman, 1986b). 

One of the most influential papers in the 
agency area is Jensen & Meckling’s (1976) de- 
velopment of a theory of firm ownership struc- 
ture based on theories of agency, property rights 
and finance: Jensen & Meckling define an agency 
relationship as “a contract under which one or 
more persons (the principal(s) ) engage another 
person (the agent) to perform some service on 
their behalf which involves delegating some de- 
cision making authority to the agent” (p. 308). 
Agency relationships will involve nontrivial 
agency costs if it is assumed (as it usually is) that 
both the agent and the principal are utility 
maximizers and the agent will therefore “not al- 
ways act in the best interests of the principal” (p. 
308). Indeed, 


[I]t is generally impossible for the principal or the agent 
at zero cost to ensure that the agent will make optimal de- 
cisions from the principal’s viewpoint. In most agency re- 
lationships the principal and the agent will incur positive 
monitoring and bonding costs (non-pecuniary as well as 
pecuniary), and in addition there will be some di- 
vergence between the agent’s decisions and those deci- 
sions which would maximize the welfare of the principal. 
The doliar equivalent of the reduction in welfare experi- 
enced by the principal due to this divergence is also a 
cost of the agency relationship, and we refer to this latter 
cost as the “residual loss” (Jensen & Meckling, 1976, p. 
308). 


When applied to an organizational setting, 
such as a corporation, agency theory dismisses 
the notion that an organization is a meaningful 
entity. Rather, y 


[M jost organizations are simply legal fictions which serve 
as a nexus for a set of contracting relationships among in- 
dividuals ... The private corporation or firm is simply 
one form of legal fiction which serves as a nexus for con- 


tracting relationships ... Viewed in this way, it makes lit- 
tle or no sense to try to distinguish those things that are 
“inside” the firm ... from those things that are “outside” 
of it. There is in a very real sense only a multitude of com- 
plex relationships (Le. contracts) between the legal fic- 
tion (the firm) and the owners of labor, material and cap- 
ital inputs and the consumers of output Jensen & Meck- 
ling, 1976, pp. 310-311). 


Viewed in this manner, the firm becomes little 
more than an equilibrium of competing contrac- 
tual relationships entered into by individuals, 
some of whom may represent other organiza- 
tions. Jensen & Meckling maintain that questions 
such as “Does the firm have a social responsibil- 
ity?” are seriously misleading when the firm is 
characterized as a nexus of contracts (p. 311). 
Indeed, as we discuss later, this is one of the 
major limitations apparent in agency-based ac- 
counting research; that is, its inability to address 
issues that do not revolve around identifiable, 
market-based contracting relationships, or to 
analyse imbalances of power inherent in the so- 
cial context of an organization. 

Before considering the influence that agency 
theory has had on accounting research, it may be 
helpful to highlight two neoclassical economic 
assumptions inherent in agency theory that have 
gone largely unquestioned by accountants.‘ 
First, agency theorists assume rational, utility- 
maximizing behavior on the part of all individu- 
als (Jénsen & Meckling, 1976, p. 307; Fama, 
1980, p. 289). For example, “The agent is ex- 
pected to act in his own self-interest rather than 
that of the principal” (Watts & Zimmerman, 
1986b, p. 5). Second, central to agency theory, 
especially the property rights literature, is the 
notion that competitive markets, characterized 
by rational expectations, create an environment 
for the fair and efficient functioning of the 
capitalist system. For example, a widely cited 
paper by Fama( 1980) explains how the manage- 
rial labor market and capital markets discipline 
corporate managers. Fama even views the board 


‘ There are, in fact, several such assumptions evident, cither explicitly or implicitly, in agency theory, and they have been 
delineated by other researchers (¢.g. Tinker et al, 1982; Cooper & Sherer, 1984; Chua, 1986; Hines, 1986) whose work we 
examine later in the paper. We focus on the economic rationality and competitive markets assumptions at this point to help 
draw parallels with the previous discussion of law and economics. 
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of directors as “. . . a market-induced institution, 
the ultimate internal monitor of the set of con- 
tracts called a firm, whose most important role is 
to scrutinize the highest decision makers within 
the firm” (p. 292). While many other examples 
of these two assumptions can be easily found, 
the point is that they are central to a theoretical 
structure that, as demonstrated below, has pro- 
foundly influenced mainstream accounting re- 
search. 


Influence of agency theory on accounting 
research 

The agency and property rights literature has 
been a rich source of testable implications for re- 
searchers from several disciplines, especially ac- 
counting. The realization that some of the most 
visible agency relationships in the corporate en- 
vironment (e.g. the manager/shareholder rela- 
tionship and the manager/debtholder relation- 
ship) utilize contracts based on accounting 
numbers has led many researchers to use agency 
theory in attempts to explain, among other 
things, the demand for accounting reports, varia- 
tions in accounting method choice, lobbying. ef- 
forts before regulatory bodies, and stock market 
reactions to mandated accounting changes. 


Nowhere is the influence of agency theory on. 


mainstream accounting research more evident 
than in the “positive” research agenda of the Uni- 
versity of Rochester. Michael Jensen, Ross Watts 
and Jerold Zimmerman, the principal propo- 
nents of positive research, have written exten- 
sively on the subject (e.g. Watts & Zimmerman, 
1978, 1979, 1986a; Zimmerman, 1979, 1980, 
1982; Jensen, 1983), and have generated several 
critical responses (e.g. Tinker et ai, 1982; Chris- 
tenson, 1983; Cooper & Sherer, 1984; Chua, 
1986; Hines, 1986; Arrington & Francis, 1989). 
By any standard, positive research has had a pro- 
found influence on mainstream accounting 
thought. Not only has the Rochester-based Jour- 
nal of Accounting and Economics established 
itself among the top accounting research jour- 
nals, but a recently published book entitled, 
Positive Accounting Theory (Watts & Zimmer- 
man, 1986a), is likely to become required read- 
ing in most accounting graduate programs. 


Furthermore, the fact that two of the articles co- 
authored by Watts & Zimmerman (1978, 1979). 
won the AICPA award for notable contribution 
to accounting literature, and the fact that an arti- 
cle by Zimmerman (1979) won the competitive 
manuscript award from the American Account- 
ing Association, attest to positive theory’s accep- 
tance by both the accounting profession and the 
academic community. 

Based on agency theory, positive theorists 
view financial reporting as part of the firm’s con- 
tracting process (Watts & Zimmerman, 1986b, 
p. 1). In fact, “The primary purpose of account- 


ing from an agency theory perspective is to 
facilitate contracting thereby reducing agency 


costs” (Watts & Zimmerman, 1986b, p. 16). 
Thus, positive theorists do not view diversity in 
financial reporting practices as problematic, but 
as a necessity in order for “contracting parties to 
tailor their accounting procedures to their own 
unique circumstances” (Watts & Zimmerman, 
1986b, p. 31). According to Watts & Zimmer- 
man, standard setters should not view cross-sec- 
tional variations in accounting procedures as an 
indication of managements’ attempts to manipu- 
late accounting numbers in order to mislead in- 
vestors (and presumably others). Moreover, 
“Standard-setters should consider the effects of 
proposed accounting standards on existing con- 
tracts ... (in order to avoid) ... unanticipated 
wealth transfers between parties to the firm” 
(Watts & Zimmerman, 1986b, p. 32). Watts & 
Zimmerman (1986b) go so far as to suggest that 
since the FASB consumes resources in issuing 
discussion memoranda and exposure drafts as 
part of the standard setting process, it could re- 
duce the cost of standard setting by using 
agency-based accounting research to make “ac- 
curate predictions of the economic conse- 
quences of proposed standards before they are 
exposed” (p. 32). Apparently, Watts & Zimmer- 
man would have the FASB short-circuit its 
normal due process procedure in which all in- 
terested parties, at least theoretically, have an 
opportunity for input, and instead rely on esti- 
mates of the economic consequences on the 
equilibrium set of market-derived contracts in 
existence at a particular point in time. 
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Contemporary critique of agency-based 
accounting research 

While the agency literature has produced use- 
ful insights for accounting researchers, its wide- 
spread acceptance by mainstream researchers 
has received critical attention in several recent 
studies associated with the radical accountants. 
Emerging from these critical studies is the recog- 
nition that accountants have been unduly influ- 
enced by neoclassical economics, that taken-for- 
granted assumptions are problematic to a full un- 
derstanding of the sociopolitical environment of 
accounting, and that both of these problems 
contribute significantly to ideology in contem- 
porary accounting thought. Three pertinent 
examples of this literature are discussed below. 

In a significant contribution, previously men- 
tioned above, Tinker et al. (1982) trace the de- 
velopment of marginalist value theory in ac- 
counting and find that several marginalist 
(ideological ) assumptions remain unquestioned 
in agency-based positive accounting research. 
These are: 


That the primary (and perhaps sole) rationale for and ob- 
jective of contemporary financial reporting is to serve 
the capital market; that competitive market forces can be 
relied upon to protect all interest groups (and that all in- 
terest groups are represented in the process); that mem- 
bers of each interest group are equally capable of proces- 
sing information and discerning management’s 
(homogeneous) utility function; that only government 
possesses coercive power; that all behavior is motivated 
by economic rationality; and that public interest argu- 
ments are always a sham tc mask self interest (p. 190). 


Tinker etal. maintain that marginalist theory and 
its “fairyland of perfect competition” ignores in- 
stitutional imperfections, and has led to “a 
neoconservative ideological bias that encour- 
ages us to take the ‘free’ market and its implicit 
institutional apparatus as ‘given’” (p. 191). The 
authors suggest that a reconstituted concept of 


> Cooper & Sherer (1984) offer the following comment: 


value in accounting would allow researchers to 
investigate a range of social issues that are cur- 
rently overlooked by mainstream research. 

As a second example, in their proposal for an 
alternative framework for accounting research, 
Cooper & Sherer (1984) critically evaluate the 
use of the agency-based contracting approach to 
provide explanations for the development of ac- 
counting standards and the auditing function. 
They see two problems with the contracting ap- 
proach. “Firstly it tends to evalate markets to the 
status of an immutable and ideal benchmark... 
(and) relies on the belief . . . that market effi- 
ciency is a necessary condition for social welfare 
improvements” (pp. 212-213). Cooper & 
Sherer perceive an additional problem to be the 
ignorance of social welfare issues resulting from 
a focus on only one subset of participants in soc- 
iety — active market agents. This limited focus 
results in a partial equilibrium approach to valu- 
ing accounting reports and thus fails “to model 
the total interaction between these reports and 
all individuals and classes in society” (Cooper & 
Sherer, 1984, p. 213). The authors are also criti- 
cal of the rationality assumptions of agency 
theory subsuming the issue of why managers act, 
or have the attitudes they do.” These assump- 
tions have resulted in “very little modelling of 
the process by which managers respond to ac- 
counting changes” (Cooper & Sherer, 1984, p. 
216). 

In Chua’s (1986) examination of “Radical De- 
velopments in Accounting Thought”, the author 
provides further insights regarding the concerns 
of Tinker et af and Cooper & Sherer. Chua 
suggests that the utility maximization assump- 
tions are necessary in mainstream research 
“because accounting information has long been 
ascribed a technical rationale for its existence 
and prosperity .. .” (p. 609). She also contends 
that in mainstream accounting, 


[t}he agency theory literature seems to view rationality inconsistently, It assumes that individual managers and the stock 
market have incentives not to interpret accounting numbers at their face value but that “bureaucracies” such as the 
government or trade unions do not. In other words, agency theory seems to suggest that individual managers and the 
stock market can see behind the arbitrary conventions of accounting measurement but other potential users are fooled 


by them (Footnote 9, pp. 216-217). 
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Organizational conflict is not seen as reflective of deeper 
social conflict between classes of people with unequal 
access to social and economic resources. Constructs 
such 2s sustained domination, exploitation, and struc- 
tural contradictions do not appear in mainstream ac- 
counting literature. And conflicting interest groups are 
Classified as possessing different legal rights within a 


given system of property rights ... They are not 
categorized using antagonistic dimensions such as class 


or ownership of wealth (p. 609). 


Chua points to the “free” market assumption 
that is central in mainstream thought as implying 
that people and markets will achieve social 
order, that organizations will “evolve adminis- 
trative and accounting systems that minimize 
transaction costs in changing economic condi- 
tions ... (and that) the desirable amount of 
financial disclosure may be determined by the 
‘free’ play of market forces with a minimum of 
state intervention” (pp. 609—610). 

The foregoing examples of social critique 
reveal a discontent among radical accounting re- 
searchers with the theoretical assumptions that 
have molded mainstream accounting thought.® 
Just as the “market” is seen by critical legal 
theorists as a means of legitimating the legal 
rules of the employment relationship, critical ac- 
counting researchers view the competitive mar- 
ket assumption of agency theory as legitimating 
accounting systems and ways of thinking about 
them. Indeed, agency theory can be viewed as 
another iteration of contractualism, as is 
Epstein’s (1984) version of employment at will. 
In the next section, we discuss specific elements 
of neoclassical thought in relation to their ideol- 


ogy. 


NEOCLASSICISM AND IDEOLOGY 


Neoclassical theory plays an important role in 
a number of disciplines, including law and ac- 
counting. One possible justification for the pre- 
valence of neoclassicism is that, in some fashion, 


it depicts the actual working of our social and 
economic system and that it therefore is useful 
because it is a valid, accurate model for explain- 
ing and predicting important areas of behavior. 
Proponents of law and economics, for example, 
argue that the evolution of American common 
law reflects an intrinsic concern for the “effi- 
ciency” of markets and that future growth of the 
law should adopt efficiency as an explicit goal 
(Posner, 1982). 

In his detailed analysis of economic theories, 
Stephen Margiin (1984) concluded that neoclas- 
sicism is not superior to competing economic 
models either in its ability to predict trends or in 
its empirical verifiability. He states, for example, 
that “the connection of large-scale forecasting 
models to the distinctively neoclassical features 
of economic theory is quite tenuous” (p. 480). 
And with regard to empirical assessments of the 
validity of neoclassicism, Marglin comments that 
“[t]esting [of models] in economics is akin to 
choosing among alternative specifications of 
epicycles in an earth-centered model of the solar 
system” (pp. 480—481 ). Marglin finds that neo- 
classical market theory is neither a comprehen- 
sive nor accurate description of economic rela- 
tionships. To the contrary, he continues that the 
hegemony of neoclassical thought in American 
culture can best be understood in terms of 
ideological power rather than its conceptual 
coherence (p. 481): 


The appeal of neoclassical theory lies not in its superior 
explanatory or predictive capacity, but in the aid and 
comfort, nay, the sanctification, it gives to the pursuit of 
self-interest as a principle for organizing interpersonal re- 
lationships. In the neoclassical view of a well-ordered 
society, economic outcomes are the consequences of the 
interactions of large numbers of households cach pursu- 
ing its own conception of the Good while -llowing others 
to pursue their notions in equal liberty. 


Despite the obvious limitations of the neoclassi- 
cal theory such as the problems of externalities, 
incomplete information, and incomplete mar- 


6 These three studies are meant to be representative, not exhaustive. Our purpose here is to simply illustrate the potential 
for radical critique of agency-based accounting research. The interested reader is referred to Hines (1986) and Arrington & 


Francis (1989) for other good examples. 
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kets, the model nevertheless fulfils a vital func- 
tion in our social order. Marglin says (p. 481). 


Even though few neoclassical economists outside of 
Chicago would deny the importance of these issues [in- 
equities of economic and political power and the social 
implications of competitiveness], neoclassical theory 
necessarily leads one to separate even the most econ- 
omic of them, the distribution questions, from questions 
of the organization of production. Thus neoclassical 
theory has the effect of removing capitalism as an issuc 
and replacing it by an issue that reduces to “my blood or 
thy blood,” an issue in which the moral claims of the dis- 
putants are decidely difficult to disentangle. 


Neoclassicism, consequently, disavows any 
explicit. political implications and asserts that 
the “market” will itself resolve matters of wealth 
distribution. But, in fact, neoclassicism is best 
viewed as a construction of social theory 
because it presumes that all values are indi- 
vidual, subjective, and reducible to an economic 
form which can be mediated through economic 
preferences (Kelman, 1987, pp. 117-118). 

The core of neoclassical ideology is its model 
of consensual exchange occurring under condi- 
tions of equality. The form of interaction which 
most thoroughly assimilates that ideology is the 
contract, and as already suggested, contract is 
the essential element of both law and economic 
analysis and agency theory. Inherent in the legal 
ideologies of contract are such powerful con- 
cepts as “liberty”, “property”, and “equality”, 
which informed nineteenth century views of 
contract and which survive today in the work of 
contemporary scholars such as Epstein. Histori- 
cally, contractarion ideology has separated con- 
tract law from other legal doctrine and has de- 
picted “all social relations as deriving from the 
free and voluntary association of individuals 
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without coercion by the state, and the allocation 
of responsibility for the coercion worked by op- 
eration of the market to personal merit or luck” 
(Gabel & Feinman, 1982, p. 176; Horwitz, 
1980). Agency theory, with its reliance on a con- 
tract model, incorporates and recapitulates the 
legal ideology. 

The market mechanism, which theoretically 
serves to regulate the economic relations of 
capitalism, embodies vital ideological features. 
In the market environment, all transactions are 
reduced to a commodity form, through which 
values are ostensibly equalized. Likewise, as 
Isaac Balbus (1977) suggested in an influential 
essay, the legal process subsumes individual 
characteristics within a structure of abstract 
equality, and formal equality legitimates the rule 
of law in the same manner that wages legitimate 
the purchase of labor power. Thus, the law be- 
comes a “universal political equivalent”, and as 
Balbus further comments (1977, p. 576): “The 
formality, generality, and ‘autonomy’ of the law . 
. . preclude the qualitatively different interests 
and social origins of individuals from entering 
into the calculus of political exchange, just as the 
formality, generality, and ‘autonomy’ of money 
preclude the qualitatively different use-values of 
commodities, and the unique labor that pro- 
duces them, from being recognized in the cal- 
culus of economic exchange.” The rule of law, 
like the market, objectifies and resolves the con- 
flict between particular individuals engaged in 
the pursuit of purely personal ends through a 
system of abstract “rights”.’ 

Critical legal theory depends in significant 
part upon a critique of ideology. One of its cen- 
tral theoretical principles is that legal ideology 
constitutes a cognitive system which produces 


7 One of the most influential works of critical legal scholarship is Duncan Kennedy’s (1979) analysis of Blackstone’s 
Commentaries. Kennedy argues that Blackstone, and law in general, attempts to mediate the “fundamental contradiction” 
between the subjective self and its conflict with the external social worid. According to Kennedy, the contradiction is “the 
very essence” of every legal problem because “there simply are no legal issues that do not involve directly the problem of 
the legitimate content of collective coercion, since there is by definition no legal problem until someone has at least imagined 
that he might invoke the force of the state” (p. 213). A system of legal rights can mediate the contradiction in a number of 
ways, patticularly by invoking a consensual arrangement which “amounts to a claim that one of the parties has already 
voluntarily relinquished the right she now asserts” (pp. 356-357). In the employment relationship, consequently, courts 
could hold that a worker injured on the job had no “right” to compensation because he had contracted for a wage differential 
in accepting dangerous employment and had therefore “assumed the risk” of the injury (Horwitz, 1976). 
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and reinforces social behaviors favoring domin- 
ant groups within our society. As Robert Gordon 
(1988b ) has succinctly stated the matter, “legal 
discourses” are fluid, indeterminate, and inter- 
nally contradictory mechanisms of power which 
“routinely help to create and maintain the ordi- 
nary inequities of everyday social life: the coer- 
cions, dominations and dependencies of daily re- 
lations in the marketplace, the workplace, and 
the family; the ordering of access to privilege, 
authority, wealth, and power by hierarchies of 
class, race, gender, and ‘merit’” (p. 16). Critical 
theorists, however, do not equate rules of law 
with the simplistic notion of “ruling class” in- 
strumentalism; that view is a basic misapprehen- 
sion arising out of a superficial understanding of 
the critical position.’ The objective of the criti- 
cal approach is to delineate the ideological ele- 
ments within institutions which are constitutive 
of our knowledge and beliefs regarding the in- 
stitution. To illustrate that point, we next 
analyse the social relations of individuals in 
economic organizations from the comparative 
perspectives of agency theorists and critical 


legal theory. 


ORGANIZATIONAL THEORY, OBJECTIVITY, 
AND LEGITIMATION 


Recent studies of ideology in organizations 
have emphasized the material interests which 
underlie managerial authority within the enter- 


prise and the value of social theory in analysing 
organizational behavior (Weiss, 1985; Weiss & 
Miller, 1987; Mitchell, 1989). Weiss & Miller 
(1987), to illustrate, contend that the major 
tradition in the sociological study of knowledge 
derives from Marx and is best exemplified in 
American scholarship by Bendix’s (1956) Work 
and Authority in Industry, which offered a com- 
prehensive historical appraisal of managerial 
control through ideology under capitalist condi- 
tions of production. Within that context, organi- 
zational ideology is appropriately defined as 
“ideas which are espoused by or for those who 
seek authority in economic enterprises, and 
which seek to explain and justify that authority” 
(Bendix, 1956, p. 2). More exactly, managerial 
ideologies maintain a system of domination and 
social control within the organization. Such sys- 
tems are particularly effective to the extent that 
they elicit the voluntary assent of those sub- 
jected to authority, or, in other words, are per- 
ceived as “legitimate”. In addition, as Thompson 
(1984) notes, ideology also involves the proces- 
ses of dissimulation — the concealment ofa rela- 
tion of domination — and reification, which pre- 
sents “a transitory, historical state of affairs as if it 
were permanent, natural, outside of time” (p. 
131). 

Agency theory, among its other manifesta- 
tions, makes specific and important arguments 
with respect to organizational structure. In an in- 
fluential paper, Jensen (1983) contended that 
the agency model provided a “positive” as op- 


8 As Gordon (19882) notes, “The reasoning process seems to be something like this: CLS people identify themselves as on 
the Left; Left means Marxism; Marxism means a vulgar-instrumentalist view of law’ (p. 146). Accurately, the Marxist 
treatment of law and ideology has never subscribed to the instrumentalist caricature. In his treatment of that point, Hugh 
Collins (1982) offers a detailed argument showing how Marxism departs from “a simple conspiratorial interpretation of laws, 
in which the ruling class develops a view of its goals and then formulates laws accordingly” (p. 41). Rather, perceptions of 
interest emerge from “similar processes of socialization and experiences of productive activities. A consensus of values is 
established by the transmission of ideologies and their vindication through practical work” (p. 40). While critical theory does 
reflect the influence of Marxist thought, it does not subscribe to the perverted instrumentalism which is sometimes attributed 
to it (Gordon, 1988a, p. 146). Rather, law ts regarded as relatively autonomous, historically contingent, and localized In 
application. “This relative autonomy means that [legal rules] can’t be explained completely by reference to external political/ 
social/economic factors. To some extent they are independent variables in social experience and therefore they require study 
elaborating their peculiar internal structures with the aim of finding out how those structures feed back upon social life” 
(Gordon, 1984, p. 101). Critical theory also manifests “traces” of European philosophy, including the critical theory of 
Habermas. Not all of the influences on critical legal theory can be reconciled or integrated into a coherent philosophical 
system, such an effort would be pointless in any event, for the power of critical legal theory lies in its application to specific 
bodies of doctrine (Boyle, 1985). 
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posed to a “normative” approach to organization 
theory. The positive approach, according to Jen- 
sen, examined organizations as they objectively 
existed, without reliance on preconceived nor- 
mative standards. Although Jensen’s distinction 
between a positive and a normative research 
agenda is demonstrably untenable (e.g. Ar- 
rington & Francis, 1989, pp. 10-12), it formed 
the neoclassical basis of Jensen’s organizational 
theory. 

Jensen commenced his analysis by defining an 
organization as “a legal entity that serves as a 
nexus for a complex set of contracts (written 
and unwritten) among disparate individuals” (p. 
326). He continued (p. 326): 


The multilateral contracts between agents that charac- 
terize market relations are supplanted within an organi- 
zation by a system in which the relationships among the 
cooperating agents are largely effected through unilat- 
eral contracts with the legal entity that serves as the con- 
tracting nexus. These contracts specify the rules of the 
game within the organization, including the three critical 
dimensions outlined above: the performance evaluation 
system, the reward system, and the assignment of deci- 
sion rights. This view of organizations focuses attention 
on the nature of the contractual relations among the 
agents who come together in an organization ~~ includ- 


ing suppliers of labor, capital, raw materials, riskbearing 
services, and customers. 


From Jensen’s initial premise, two operative 
principles followed. The first was that the utility- 
maximizing individuals who make up the organi- 
zation will always seek to minimize the agency 
costs of contracting. Jensen’s second principle 
was that in a competitive environment, the fit- 
test organizations will survive (p. 331). Embed- 
ded in the agency model, then, are the neoclassi- 
cal assumptions that individuals will seek to 
maximize individual gain and that the “contract- 
ing nexus” is self-regulating, autonomous and 
economically efficient. But from the perspective 
of critical theory, corporate hierarchies are per- 
meated with ideologies which inculcate beliefs, 
attitudes, and values in those individuals subject 
to the system of bureaucratic sanctioning. That 
point can be illustrated using a well-known 
example of critical legal scholarship. 

In his influential critique of administrative 
law, Gerald Frug (1984) applied critical legal 


theory to organizational structure. Frug’s thesis 
is that concentrations of power in American soc- 
iety, such as large corporations and administra- 
tive agencies, pose an obvious threat to demo- 
cratic, participatory processes; and, to allay the 
fears of shareholders and citizens who may suffer 
abuses of that power, the legal system has 
created ideologies or “stories” describing con- 
straints on bureaucracies (see also Mitchell, 
1989). Frug explains (p. 1278): 


Corporate and administrative law have embodied a series 
of different attempts to convince us that these charac- 
teristics do not permit those who wield bureaucratic 
power to violate the freedom of those subjected to it. I 
argue in this Article that all of these defenses of bureauc- 
ratic power are no more than variations on a single story 
about the acceptability of bureaucratic organization and 
that this story, far from building a convincing case for 
bureaucracy, is a mechanism of deception. The 
mechanism of deception is all the more powerful 
because people regularly deceive themselves as well as 
their audience when they generate versions of this story; 
we all engage in this kind of deceptive practice when we 
comfort ourselves about bureaucratic power. 


Frug’s basic argument is of particular rele- 
vance to a critique of Jensen’s theory of the firm. 
According to Frug, the ideological justification 
for bureaucracy is grounded on the dichotomy 
between “subjective” and “objective”. Objectiv- 
ity is of analytical importance because “[o |bjec- 
tivity is thought to protect people within the 
bureaucracy from domination and to ensure that 
the interests of constituents are not threatened 
by the consolidated power exercised by the 
bureaucracy itself” (p. 1286). The emphasis on 
shared, common, and therefore presumably ob- 
jective values is opposed to subjective and per- 
sonal desires, which cannot be permitted to in- 
trude into control of the organization. But at the 
same time, the bureaucracy must attempt to ac- 
commodate personal expression and self-fulfil- 
ment, or it would otherwise appear to be coer- 
cive and oppressive. The legitimating ideology; 
that is, must articulate some means by which the 
individual can be said to influence and direct the 
organization. Frug thus contends (p. 1287), “All 
the stories of bureaucratic legitimation, in short, 
share a common structure: they attempt to de- 
fine, distinguish, and render mutually compati- 
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ble the subjective and objective aspects of life.” 
As a consequence, the “critical focus” of inquiry 
becomes the dividing line between the realms of 
subjectivity and objectivity. “It is this line that al- 
lows bureaucratic theorists simultaneously to 
separate and combine the values of subjectivity 
and objectivity — to present bureaucracy as 
both an enhancement and a protection of liberty 
— and that therefore permits them to present 
bureaucracy as legitimate.” Frug’s approach can 
be adapted to an analysis of Jensen’s model. 
The agency theory of organizations offers a 
plausible ideological reconciliation of the sub- 
jective/objective dichotomy. Jensen mediates 
intra-organizational conflict by casting all rela- 
tions within the enterprise in the form of com- 
modity transactions. Because the organization is 
nothing more than a “nexus of contracts,” all 
subjective and personal needs, desires, and aspi- 
rations are reduced to a level of formal contrac- 
tual equality. In Balbus’s terms, the “qualitatively 
different interests and social origins of individu- 
als” are given a form which “extinguishes” any 
uniquely personal, subjective characteristics. All 
contracting parties are deemed to have equal ac- 
cess to the organizational marketplace and the 
ability to express subjective preferences 
through contractual arrangements; the organiza- 
tion thereby protects “liberty” and “freedom” in 
precisely the same fashion as did the U.S. Sup- 
reme Court in the Adair decision. Thus, the 
“story” of bureaucracy told by the agency 
theorists is one which safeguards the values of 
subjectivity on an ideological level. 
Contractualism also satisfies the need for ob- 
jectivity as an aspect of bureaucratic legitimacy. 
Ultimate control over the organization, and the 
most important constraint on its power, lies in 
the operation of the “market”. Through the 
“nexus of contracts”, the organization performs 
in an efficient, maximizing manner. The effort of 
individual agents to minimize transaction costs 
and the correlative principle of “survival of the 
fittest” as an organizational imperative ensure 
that the goal of the organization — profitability 
— is not impeded by such tangential matters as 
social responsibility or corporate ethics. Ac- 
cordingly, the bureaucracy displays features of 
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autonomy and impartiality. 
Jensen’s model of organizations also presents 


a unified cognitive system which is integrated 
into the universe of neoclassical economics. It is 
impossible to prove the truth of falsity of Jen- 
sen’s theory, for, as he admits, his basic princi- 
ples are “tautologies” which must be accepted as 
self-evident propositions (pp. 228-230), even 
though Jensen ascribes a “scientific” status to his 
use of those tautologies, there is no sense in 
which they can be negated (Arrington & Francis, 
1989, pp. 13-14). As Thompson (1984) indi- 
cates, one attribute of a successful ideology is 
that it is presented through strategies of dissimu- 
lation and its central claims therefore are not 
easily assessed. Further, by linking organiza- 
tional theory with the doctrine of the “survival 
of the fittest”, Jensen has endowed his ideology 
with a respectable historical pedigree: Social 
Darwinism was an important managerial ideol- 
ogy (e.g. Bendix, 1956) precisely because the ar- 
gument was based on “an appeal stating that this 
principle governed patterns of dominance and 
subordination not only in the workplace, nor 
even in the larger society, but among all nonhu- 
man species as well” (Weiss, 1985, p. 43). 
Moreover, the rhetoric used to describe or- 
ganization theory helps to reify the bureaucracy 
as a “thing” which can be understood in con- 
crete images. To illustrate this point, Frug also 
uses social Darwinism as an example of corpo- 
rate ideology. He comments, quoting John D. 
Rockefeller (p. 1294): “The concrete terms ac- 
quire the power — as does a metaphor (‘[t]he 
growth ofa large corporation is merely a survival 
of the fittest’) — to capture the imagination so 
completely that they seem to become the 
abstraction itself.” The rhetorical device effec- 
tively persuades the individual that the “false ex- 
perience” is the actual experience of life and 
consciousness itself. Frug argues that the oppo- 
site of reification is individual freedom and ful- 
fillment, the striving for which would necessar- 
ily lead to resistance against bureaucratic domi- 
nation. For that reason, precisely the project of 
theorists of bureaucracy is to substitute a reified 
experience — “freedom of contract” — for per- 
sonalized relationships within the bureaucratic 
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structure. Frug concludes that “[o}nly by con- 
tinually overcoming the structures that falsify 
her/his human potential could the individual en- 
gage in the self-transforming, self-creating pro- 
cess of freedom” (p. 1259). 

Within the framework of bureaucratic ideol- 
ogy sketched above, accounting may acquire a 
crucial role. Accountants are represented by 
agency theorists as neutral and objective experts 
who utilize a technical, quantitative methodol- 
ogy to facilitate the efficient operation of the or- 
ganization. Their decisions, in this “story”, are 
free from subjectivity and personal bias. The ac- 
counting function thus avoids issues of policy 
and social consequence, and “Questions about 
the goals of a decision-maker, firm, or society are 
seen as outside the province of the accountant” 
(Chua, 1986, p. 610). Positive accounting 
knowledge, for example, is presumed to be valid 
because it is the product of expertise and 
science, even though [t]he idea that accounting 
researchers can simply construct general 
theories of accounting practices which will en- 
able practitioners to predict the outcomes of 
their decisions in an uncertain world by follow- 
ing methodological rules based on neoclassical 
equilibrium economics is, to say the least, ten- 
dentious and open to considerable scepticism” 
(Whitley, 1988). l 

One consequence ofan empiricist accounting 
methodology, as Whitley (1988) and Arrington 
& Francis (1989) have demonstrated, is to alter 
the nature of the academic discourse concern- 
ing accounting theory. Within the network of 
knowledge production and dissemination, cer- 
tain forms of knowledge become more 
“privileged” than others. Arrington & Francis’s 
analysis of agency theory and the positive re- 
search agenda leads them to conclude that ac- 
counting knowledge has “become dangerously 
centered ‘upon this technology of naive empiri- 
cism.” They continue (p. 23): “Further, the 
dominance of this view cannot be explained in 
terms of the intellectual competence of the argu- 
ments which it uses to privilege itself, and the 
deconstructive exegesis of those arguments 
bears this out. Instead, this view survives 
because of the political economy of the account- 
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ing research.” Consequently, the presumed sci- 
entific nature of accounting can be related di- 
rectly to its ideological power. 

By providing a model amenable to statistical 
analysis, agency theorv locates itself within the 
intellectual prestige of “scientific” thought. Posi- 
tive theorists advance a system of knowledge 
which appears to have the rigor and validity of 
mathematics; in fact, such methods often serve 
in important ways to restrict the arena of dis- 
course and the scope of analysis. For example, 
the discipline of economics itself, one scholar ar- 
gues, is an exercise in rhetoric which attempts to 
disguise itself as a science with the aid of 
mathematical and statistical models (McClos- 
key, 1985). 

The natural science paradigm has exerted 
considerable influence over social sciences re- 
search. Initially, the purpose of empiricism in 
the human sciences is to remove the subjectivity 
and relativity of human values from the realm of 
discourse. Richard Bernstein, in his well-known 
work The Restructuring of Social and Political 
Theory (1978), linked the presuppositions un- 
derlying empiricism and its consequences. 
Bernstein argued (p. 106): 


There has been an overwhelming tendency in main- 
stream social science toward reification, toward mistak- 
ing historically conditioned social and political patterns 
for an unchangeable brute reality which is simply “out 
there” to be confronted. In the eagerness to build a new 
natural science of human beings, there has been a ten- 
dency to generalize from the regularities of a regnant 
moral paradigm, and to claim we are discovering univer- 
sal laws that govern human beings. The most serious de- 
fect in this endeavor is not simply unwarranted generali- 
zations, but the hidden ideological bases ... Scientism in 
social and political studies has become a powerful albeit 
disguised ideology. 


The foundation of the ideology, Bernstein noted, 
is its asserted ability to distinguish “fact” from 
“value” and to attain knowledge untainted by 
subjectivism. Empiricism, accordingly, becomes 
one further manifestation of the apolitical, im- 
personal nature of the organization. 

Together, the strands of agency theory pre- 
sent a densely articulated system interwoven 
with neoclassical assumptions and empirical 
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methodology. Agency theory explains that sys- 
tem in.amanner which sustains hierarchies of or- 
ganizational power. The primary explanatory 
mechanism is a reified “market” which brokers 
all social relations within the organization. The 
appealing picture of a universally operative, uni- 
versally accessible, and uniformly impartial 
means of resolving conflict circumscribes the 
possibility of change and leads us to “treat the 
world as ifit determines our ideas, ascribing false 
concreteness to.the categories we have in fact 
invented” (Kelman, 1987, p. 270). 


CONCLUSION 


This paper has examined the groundwork of 


neoclassical economics evident in current legal 
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and accounting theories. There are important 
structural similarities in the legitimating 
ideologies which are now predominant in both 
disciplines. Most significantly, they can be ap- 
proached through the ideology of contrac- 
tualism and its role in sustaining organizational 
power over individuals. Critical legal scholars 
and radical accountants have controverted the 
accepted views of corporate bureaucracy. Frug’s 
insights deepen and extend the radical accoun- 
tants’ critique of agency theory; conversely, the 
work of radical accountants helps to delineate 
the role of the accounting process in legitimat- 
ing bureaucracies. The benefit of the inter-dis- 
ciplinary approach is that the shared values and 
perspectives strengthen the challenge to neo- 
classical ideology. 
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Abstract 


This article proposes Giddens’ structuration theory as a valuable framework for management accounting 
research to expand its domain beyond a technical focus to include social and political phenomena; it 
describes the theory, discusses its limitations, and presents an analysis of a longitudinal case study. The 
authors conclude that structuration theory is a more focused, informative, integrative, yet efficient, way to 
analyse how accounting systems are implicated in the construction, maintenance, and changes of the social 
order of an organization, than many frameworks used in previous studies. This article also speculates that 
Giddens’ structuration theory with its key concepts of “structuration” and the “duality of structure” can be 
read along with Foucault’s “power/knowledge" and Derrida’s “deconstruction” as a post-modern genre for 


critical accounting research. 


It has been recognized for some time that the 
scope of accounting research should be 
broadened beyond traditional positivistic inves- 
tigations with a technical-efficiency focus to in- 
clude social and political phenomena (Cooper, 
1980; Tinker, 1980). As Burchell et al. (1980, 
p.22) commented a decade ago “a case can also 
be made for the study of accounting as a social 
and organizational phenomenon to complement 
the more prevalent analysis which operates 
within the accounting context.” More specifi- 
cally, they urged accounting researchers to con- 
sider “the roles which accounting play in the 
political processes which characterize organiza- 
tional and social life, to those factors which have 
constituted the organization as we know it, and 
to the ways in which the social and the organiza- 
tional in accounting intertwine” (p. 23). Since 
then a surprisingly large number of accounting 
studies have been conducted following these 
suggestions. These studies, however, have been 


grounded in a variety of traditions including in- 
terpretist, radical structuralist, radical humanist, 
and post-modernist. As a consequence, the ex- 
pansion of our understanding of the role of ac- 
counting has been won at the expense ofimport- | 
ing into our knowledge base a certain measure of 
theoretical disarray and an accompanying disag- 
reement about the way to approach accounting 
research. 

For some, such paradigm diversity is a boon. 
Not only does it bring out into the open how 
one’s research is inherently directed by its on- 
tological and epistemological underpinnings 
but, more importantly, it also helps researchers 
appreciate paradigms different from their own 
(Hopper & Powell, 1985). Even more perva- 
sively, it “opens the possibility of engaging in 
dialectic modes of research that attempt to 
counterpose the insights generated from com- 
peting perspectives” (Morgan, 1984, p. 325). 
For others, however, such a relativistic stance is 
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inconsistent in that it implies that any perspect- 
ive can be judged only from within its own 
framework, yet it also implicitly assumes some 
sort of absolute privileged, non evaluative trans- 
cendental position (Chua, 1986). To further 
complicate the situation, some accounting 
studies have emerged more recently which ad- 
vocate a post-modernist or post-structuralist ap- 
proach that abandons “any desire to somehow 
‘ground’ knowledge in an external and transcen- 
dental metaphysics like the positivists’ faith in 
observation or the Marxist’s faith in historical 
determinism... [and] subverts the mainstream 
view that knowledge of accounting is grounded 
in objectivist and foundationalist principles” 
(Arrington & Francis, 1989, p.1). This plethora 
of theories and their concomitant debates bring 
with them a sense of confusion and an appear- 
ance that accounting research lacks direction. 
It is against this background that we propose 
Anthony Giddens’ “structuration theory” as one 
way to overcome or circumvent some of these 
difficulties. The main reason for this is that it 
contains two concepts — the “duality of struc- 
ture” and “structuration” — that illuminate in a 
powerful way the various roles management ac- 
counting systems perform in organizations. The 
duality of structure means that social structures 
are both constituted by human action (agency) 
and at the same time are the medium of this con- 
stitution. Thus structuration theory subsumes 
two fundamentally antagonistic theoretical posi- 
tions, that of the structuralist who see social life 
as determined by impersonal, objective social 
structures and that of the hermeneutical 
humanists and interactionists who see social life 
as a product of subjective and intersubjective 
human activity. Similarly, the concept of structu- 
ration — the process whereby agents reproduce 
social practices across time and space, some- 
times almost intact while in other instances in 
radically different form — provides some lever- 
age on the longstanding debates between oppos- 
itional positions held by competing approaches 
within the corpus of social and critical theory. 
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Within management accounting theory a simi- 
lar dichotomy is obtained: some theories are of 
accounting as a structure while others focus on 
accounting as process. Structuration theory, 
then, could prove to be a valuable way to work 
through some of the debates and disagreements 


‘about how accounting theory and research 


should proceed. As Smith & Turner (1986, pp. 
126—127) state: “There is a general consensus 
that the idea of structuration is an original con- 
tribution to the development of a key area of 
sociology and that the theory of structuration 
represents Giddens’ most important and cohe- 
rent contribution to modern social theory.” 

The next section provides a brief overview of 
the key ideas of structuration theory. Then it 
outlines how these ideas might inform our un- 


. derstanding management accounting practices. 


This is followed by a detailed illustration of 
structuration analysis using Covaleski & 
Dirsmith’s (1988) field study of the University of 
Wisconsin’s budget system. It then considers the 
major criticisms of structuration theory and 
their implications for field studies of accounting 
in action. The article ‘concludes that structura- 
tion theory is potentially a valuable framework 
for management accounting research and a pos- 
sible gateway into post-modernist analysis. 
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It has been proposed elsewhere that Giddens’ 
structuration theory could be usefil in attempt- 
ing to understand the social context of manage- 
ment accounting in organizations (Boland, 
1985; Roberts & Scapens, 1985; Capps et al., 
1987). Structuration theory is concerned with 
understanding the relationship between the ac- 
tivities of knowledgeable human actors and the 
structuring of social systems (see Giddens, 
1976, 1979, 1984, 1987.)' In analysing social 
systems Giddens distinguishes between system 
and structure. For Giddens social systems com- 
prise discernibly similar social practices which 


‘Giddens defines structuration as “The structuring of social relations across time and space, in virtue ‘of the duality of 
structure” (1984, p. 376). The notion of the duality of structure will be described later in this section. 
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are reproduced across time and space through 
the actions of human agents, while structure re- 
fers to the structuring properties which provide 
for the “binding” of those social practices into 
social systems.* To emphasize this distinction 
we can say that systems are not structures, but 
rather that systems bave structures which are 
drawn upon in social interaction. However, it is 
only through action and interaction that struc- 
tures are themselves reproduced. This is Gid- 
dens’ notion of the duality of structure whereby 
structures are both the medium and the out- 
come of interaction. 


Social-structures 

Giddens suggests that for purposes of analysis 
we consider three dimensions of social structure 
— signification (meaning), legitimation (moral- 


ity) and domination (power). Although: separa- 


ble analytically, these three dimensions are inex- 
tricably linked (see Fig. 1). For instance, the 
domination structure which comprises the rules 


and resources drawn upon in relations of power 
are closely linked to the significant and legitima- 
tion structures. Command over the management 
accounting process, for example, is a resource 
which can be used in the exercise of power in or- 
ganizations. Drawing on the domination struc- 
ture certain organizational participants hold 
others accountable for particular activities. Man- 
agement accounting is a key element in the pro- 
cess of accountability. However, the notion of 
accountability in management accounting terms 
makes sense only in the context of the significa- 
tion and legitimation involved in management 
accounting practices. Organizational particip- 
ants make sense of actions and events by draw- 
ing upon meanings embedded in management 
accounting concepts and theories. Furthermore, 
management accounting gives legitimacy to cer- 
tain actions of organizational participants.” 
Thus, it could be argued that management ac- 
counting is implicated in the signification, legiti- 
mation and domination structures within or- 


signification |... ... | legitimation 


modality interpretative į... facility E 
scheme 





(Giddens, 1984, p.29) 


Fig. 1. Giddens’ structuration framework. 


*Giddens’ use of the term “system” should be distinguished from its use by system theorists. His glossary of terminology 
contains the following entry: “System” The patterning of social relations across time—space, understood as reproduced 
practices. Social systems should be regarded as widely variable in terms of the degree of “systemness” they display and rarely 
have the sort of internal unity which may be found in physical or biological systems (1984, p. 377). . 

*Roberts & Scapens (1985) draw a distinction between accounting systems (the abstract potential systems) and systems of 
accountability (the systems embodied in practice). A similar distinction will be used in this paper. The term management 
accounting practice will be used to refer to the way in which management accounting systems are embodied in the day to 


day activities of organizational participants. 


a 


458 


ganizations, and that accounting signification is 


an important resource in relations of power.. 


However, it is important to emphasize that struc- 


turation theory itself is not primarily concerned. 


with the nature of social structures; but rather 
with the relationship between structures and 


the activities of human agents. In other words, it 


is concerned with the way in which social prac- 
tices both contribute to the reproduction of 


structures and are themselves shaped by those. 


structures. 


Tbe agent in structuration theory 

Agency, for Giddens, refers to the actions 
taken by individuals in social settings. Agency 
takes place as a continuous flow of action (nota 
series of acts) and it involves the intervention of 
the acting subject in a flow of events which are 
potentially malleable. Agents intervene, not 
merely with automatic responses (in which case 
social structure would never change) but rather 
in a way that presents them with the possibility 
of acting in such a manner that social structures 
are sometimes modified or even radically al- 
tered. This is an important point, as some sort of 
quasi-existentiatestic agent is necessary in order 
to make structuration theory dynamic, that is to 
say, to put it into motion. Acting in an existen- 
tialistic way, as Giddens (1984, p. 56) states “is a 
necessary feature of action that, at any point of 
time, the agent ‘could have acted otherwise’ 
either positively in terms of attempted interven- 
tion in the process ‘events in the world’ or nega- 
tively in terms of forbearance.” Individuals, then 
can and do make choices in social settings. 

It would be impossible, however, for agents to 
pause, reflect and make conscious choices about 
their behavior for every event flowing by in the 
stream of social acts and interactions. Instead, 
they routinely and chronically “reflexively 
monitor” social settings and respond in terms of 
implicit stocks of mutual knowledge which are 
not directly accessible to the consciousness of 
the individual agent. They do so to a large extent 
“purposively” in that they know a great deal 
about why they act and what they do. They. be- 
have in a certain way recognizing they could 
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have taken different action. Agents also 
“routinely and for the most part without fuss... 


maintain a continuing “theoretical understand- 


ing” of the grounds of their activity” (Giddens, 
1984, p.5). Agents, if asked, will usually be able 
to explain (rationalize ) the grounds of their so- 
cial action, even if they are unaware of some of 
the consequence. Individuals are not just social 
dupes, but existential beings who reflexively 
monitor and provide rationales for the character 
of the ongoing flow of their social life. . 

This reflexivity, Giddens argues, is carried out 
at two levels of consciousness — discursive and 
practical. At the discursive level, agents can and 
do give reasons for and rationalize about what 
they do in social settings. They use their linguis- 
tic skills to speak, write, and reflect about the 
rules and resources involved in social interac- 
tion: “To be human is to be a purposive agent, 
who has both reasons for his or her activities and 
is able if asked, to elaborate discursively upon 
those reasons” (Giddens, 1984, p.3). Agents also 
reflexively monitor their own and others’ social 
behaviour at the practical level of conscious- 
ness. Here agents rely on implicit stocks of 
knowledge about how to act and how to inter- 
pret events and the actions of others: “There is a 
vital sense in which all of us do chronically apply 
phonological and grammatical laws in speech — 
as well as all sorts of practical principles of con- 
duct — even though we could not formulate 
those laws discursively (let alone hold them in 
mind during discourse )” (Giddens, 1979, p. 25). 

These two levels, in turn, are seen to be the 
subject of motivations located in the agent’s un- 
conscious. For his conception of the uncon- 
scious, Giddens draws on Erik Erikson’s develop- 
mental model of the infant’s psyche. According 
to Erikson, the infant’s entrance into the social 
world involves the “oral” stage of development 
with its anxiety provoking stimulus of the 
mother’s periodic separation and return. Erikson 
(1963, p. 247) elaborates: “The infants first so- 
cial achievement, then, is his willingness to let 
the mother out of sight without undue anxiety 
or rage, because she has become an inner cer- 
tainty as well as an outer predictability. Such 
consistency, continuity, and sameness of experi- 
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ence provide a rudimentary sense of ego iden- 
tity.” 

The methods developed by the infant to cope 
with this amxiety remain unconscious because 
they come into being during the infant’s pre-lin- 
guistic stage. The mentally healthy infant experi- 
ences no undue anger or anxiety when the 
mother is out of sight, develops a general state of 
trust, and learns “to rely on the sameness and 
continuity of the outer providers” (Erikson, 
1963, p. 248). The absence of basic trust, Erik- 
son argues, is a fundamental cause of schizo- 
phrenia (habitual withdrawal into schizoid and 
depressive states ) and can lead to a lifelong trust- 
anxiety complex in adulthood. 

Either way, the primary need for ontological 
security remains the foundation of the uncon- 
scious and is a key building block in Giddens’ 
construction of the agent. Ontological security, 
grounded initially in regular, reliable social en- 
counters with the mother, is the essential ingre- 
dient later in life for action and interaction in so- 
cial settings. Situations that are predictable, sta- 
ble over time, and ordered in space are an im- 
portant means of coping with unconscious anxi- 
ety. Thus, the unconscious motivation for on- 
tological security becomes a key element in 
structuration. It explains, to a large extent, why 
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agents routinely reproduce social terms, even 
those which they might readily recognize as ex- 
cessively coercive. 

In sum, the individual in structuration theory 
is constructed as an existential agent with a 
Stratified psyche. In social settings agents are 
purposive and reflexively monitor their own and 
others actions. They do so at both the discursive 
level of consciousness, where they are capable 
of giving reasons for their behavior, and at the 
practical levels of consciousness, where they 
rely on implicit stocks of knowledge and only in- 
herently understand what to do in social situa- 
tions. Both the discursive and practical levels of 
consciousness, are influenced, but not swamped 
by, a primary need lodged in the unconscious for 
ontological security. This picture of the agent’s 
psychological makeup and its articulation to 
structuration, social structure, and agency is 
shown in Fig. 2. 

To recapitulate, Giddens’ structuration theory 


is concerned with the interplay of agents’ 


actions and social structures in the production, 
reproduction, and regulation of any social order. 
Structures, existing in virtual time and space, 
and drawn upon by agents as they act and in- 
teract in specific time-space settings, are them- 
selves the outcome of those actions and interac- 
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Fig, 2. Agency in structuration. 
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tions. Agents are purposive and know a great 
deal about why they act in the way they do. They 
can and do provide rationales for their actions 
and interactions. However, although many of the 
consequences of agents’ behaviour are intended 
and known, other consequences may be both 
unintended and unknown. In their reflexive 
monitoring of action in social settings, agents 
rely on both their discursive and practical consc- 
ousness and are motivated by an unconscious 
need for ontological security. We can now turn 
to a discussion of how this framework can be 
used to inform our understanding of manage- 
ment accounting. 


STRUCTURATION THEORY AND 
MANAGEMENT ACCOUNTING 


Signification structure 

In day-to-day interactions human agents draw 
upon interpretative schemes in order to com- 
municate meaning and understanding. Inter- 
pretative schemes are the cognitive means by 
which each actor makes sense of what others say 
and do. The use of such cognitive schemes, 
within a framework of mutual knowledge, de- 
pends upon and draws from the signification 
structure, while at the same time, it also repro- 
duces that structure. During an individual 
speech act, for example, language (the significa- 
tion structure ) is drawn upon through cognitive 
schemes of syntax and semantics (the inter- 
pretative scheme) to create understanding (the 
communication of meaning). But language itself 
is the outcome of these individual speech acts. 
An interpretative scheme comprises the proce- 
dures which mediate between the (virtual) 
structure and the (situated) interaction — Gid- 
dens calls these procedures the “modalities of 
structuration” (1984, p. 28). 

Management accounting systems can be 
thought of as such a modality. For example, man- 
agement accounting provides managers with a 
means of understanding the activities of their or- 
ganization and allows them to communicate 
meaningfully about those activities. As such, a 
management accounting system is an interpreta- 
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tive scheme which mediates between the signifi- 
cation structure and social interaction in the 
form of communication between managers. The 
signification structure in this case comprises the 
shared rules, concepts, and theories which are 
drawn upon to make sense of orgarizational ac- 
tivities. They include the various notions of fi- 
nance, economics, management sci=nce, etc., as 
well as accounting concepts, such as income, as- 
sets, costs, revenues, and profits. These account- 
ing concepts have signification prior to the inter- 
pretative scheme, in the sense that social actors 
will have shared understandings of their mean- 
ings which, although mediated by the manage- 
ment accounting system, are presupposed by 
that interpretative scheme. For example, the 
concept of profit is given specific time—space lo- 
cation through management accounting sys- 
tems, but it exists outside time-space. It is in- 
stantiated only through the use of those systems 
in practice and it can be changed trough such 
use. 


Legitimation structure 

Legitimation involves the moral constitution 
of interaction. The legitimation structure is 
mediated through norms and moral codes which 
sanction particular behaviours. It comprises the 
shared sets of values and ideals about what is to 
be regarded as virtue and what is to be regarded 
as vice; what is to count as importart and what is 
to be trivialized; what ought to happen and what 
ought not to happen. As such, the legitimation 
structure institutionalizes the reciprocal rights 
and obligations of the social actors. 

Management accounting systems embody 
norms of organizational activity and provide the 
moral underpinnings for the signification struc- 
ture and the financial discourse. They legitimate 
the rights of some participants to hold others ac- 
countable, in financial terms for their actions. 
They communicate a set of values and ideals 
about what is approved and what is disapproved, 
and what rewards and penalties can be utilized. 
As such, management accounting systems are 
not an objective and neutral means of conveying 
economic meanings to decision makers. They 
are deeply implicated in the reproduction of val- 
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ues, and are a medium through which the legiti- 
mation structure can be drawn upon in social in- 
teraction within organizations. 


Domination structure 

Resources comprise the facilities through 
which agents draw upon the domination struc- 
ture in the exercise of power. In specific time— 
space locations, the capacity to exercise power: 
can be related to asymmetries in the distribution 
of resources. Giddens distinguishes two types of 
resources: allocative resources which arise from 
command over objects, goods, and other mater- 
ial phenomena, and authoritative resources 
which arise from capabilities to organize and co- 
ordinate the activities of social actors. Both 
types of resources facilitate the transformative 
capacity of human. action (power in the broad 
sense), while at the same time providing the 
medium for domination (power in the narrow 
sense ). 

Power in its broad sense is the ability to get 
things done and to make a difference in the 
world. Agency and power are related in that 
agency entails the ability to act otherwise, to be 
able to intervene in the world, or to refrain from 
intervening. In a narrower sense, however, 
power is simply domination. According to Gid- 
dens, all social relations involve power in both 
the broad and narrow sense (Roberts & Scapens, 
1985). But, the exercise of power is not a uni- 
directional social process. All social relations in- 
volve both autonomy and dependence. Even the 
most “subordinate” agents will have some re- 
sources (e.g. means of production, raw mater- 
ials, information, contacts, position in society, 
etc. ) which they can use to influence the actions 
of their “superiors”. For example, subordinates 
may possess and choose to withhold information 
from their superiors. In this way, subordinates 
can exercise power in social interactions with 
their superiors. Giddens calls this the dialectic 
of control. 
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Although the domination structure is 
mediated through allocative and authoritative 
resources, asymmetries in the distribution of 
these resources are themselves a consequence 
of the domination structure. In the process of 
structuration the domination structure exists 
outside the time-space location occupied by 
specific users of resources in social interaction; 
but it is drawn upon and thereby reproduced 
through such uses of resources. As argued above, 
command over the management accounting sys- 
tem is a resource which can be used in the exer- 
cise of power (in both the broad and narrow 
senses) in organizations. The management ac- 
counting system is a key element in the process 
of accountability in organizations and con- 
sequently a major facility for the mediation of 
the domination structure in relations of power. 


The agents psychological makeup 

The agent’s psychological makeup as it is in- 
corporated into structuration theory also holds 
implications for management accounting. One 
important implication is that management ac- 
counting systems can be a vital means of meeting 
agents’ unconscious needs for ontological sec- 
urity. Such systems normally conform to a pre- 
determined timetable and have a regular report- 
ing rhythm. They follow prescribed procedures 
whereby information is presented in accordance 
with generally accepted management account- 
ing principles. They are normally prepared 
within an overarching framework of taken for 
granted objectives, policies, and guidelines 
which are accepted as givens. An operating 
budget, for example, is established within the 
framework. of corporate strategy, represents a 
plan for the coming year, and provides informa- 


‘tion regularly throughout the year regarding 


progress towards the plan. It seems almost an 
ideal vehicle to provide for a manager’s uncon- 
scious need for ontological security.‘ 

There also are implications for management 


‘Indirect evidence for this premise comes from Preston’s (1986) study of the process of how managers are informed or 
inform themselves. He found that while official accounting systems were little used for this purpose, they “provided 
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and reassurance” (p. 536). 
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accounting systems at the practical and discur- 
sive levels of consciousness. In the former case, 
it seems plausible that managers implicitly and 
tacitly rely on such systems and develop practi- 
cal stocks of knowledge about how to respond to 
and utilize them. Feldman & March’s (1981) 
theory of managers’ symbolic use of information 
as an implicit belief in rational processes is a case 
in point. At the discursive level of consciousness, 
it is widely accepted that managers can give rea- 
sons about how and why they use management 
accounting systems as they do. The important 
implication to emerge from Giddens’ model of 
the agent is that management accounting sys- 
tems can be vital to managers as they function at 
the discursive, practical, and unconscious 
psychological levels. 


Summary 


Management accounting systems represent 
modalities of structuration in the three dimen- 


sions of signification, legitimation, and domina- 
tion. In the signification dimension, manage- 
ment accounting systems are the interpretative 
schemes which managers use to interpret past 
results, take actions, and make plans. In the 
domination dimension, management account- 
ing systems are a facility that management at all 
levels can use to co-ordinate and control other 
participants. And in the legitimation dimension, 
management accounting systems communicate 
a set of values and ideals about what is approved 
and what is disapproved; justify the rights of 
some participants to hold others accountable; 
and legitimate the use of certain rewards and 
sanctions. The concepts, theories, values, ideals, 
rules etc. upon which management accounting 
systems are based represent the structural prop- 
erties of management accounting. Through the 
modalities described above, management ac- 
counting provides for the binding of social in- 
teractions in organizations across time and 
space. These social interactions represent the 
day-to-day use of management accounting sys- 
tems; in other words, management accounting 
practice. 
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In studying management accounting practice 
it is important to recognize the way in which the 
three dimensions of structure described above 
are intertwined. By signifying what counts, man- 
agement accounting provides a discourse’ for 
the domination structure through which some 
participants are held accountable to others, 
while at the same time it provides legitimacy for 
the social processes which are involved. Thus, 
signification in management accounting terms is 
implicated in both the legitimation and domina- 
tion structures, and as such is an important re- 
source in structuring relations of power. How- 
ever, the structural properties of management 
accounting are neither wholly explicit, nor un- 
changing. They can change as they are drawn 
upon. and reproduced through the use of man- 
agement accounting systems in the social in- 
teraction of organizational participants. 

We can now turn to a case study to illustrate 
the role of management accounting in the pro- 
cess of structuration. We will attempt to de- 
monstrate how structuration theory can be used 
to make sense of the social processes revealed in 
the case. However, as this particular case was not 
written originally from a structuration theory 
perspective, it will have different boundaries 
and reflect different sensitivities. Nevertheless, 
it does describe social processes that can be un- 
derstood in terms of structuration theory. Our 
objective is to provide a limited critique of the 
case and in so doing to illustrate the usefulness of 
structuration theory in understanding manage- 
ment accounting practice. 


THE UNIVERSITY OF WISCONSIN 
BUDGETING SYSTEM 


The description of the University of Wiscon- 
sin budgeting system provided by Covaleski & 
Dirsmith (1988) provides a good illustration of 
structuration. Financing for the University 
comes from State funds, and it is the relationship 
between the University and the State which is 
the subject of the Covaleski & Dirsmith (C&D) 


*In this sense, a discourse can be said to be the “outcome” of signification, or, in other words, its instantation in practice. 
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case study. The process of structuration can be 
seen very clearly in their case description; but al- 
though they refer to Giddens, C&D do not use 
structuration theory in analysing the social prac- 
tices which constitute the relationship between 
the University and the State. We will attempt to 
show that these social practices draw upon 
structures of signification, legitimation and 
domination, and in particular that the significa- 
tion structure is implicated in the relations of 
power. Specifically, the latter part of the case il- 
lustrates how a budgetary discourse can be used 
in the exercise of political power. It was only 
when the budgetary discourse was challenged 
by the University that the State found it neces- 
sary to resort to other resources in the exercise 
of power. However, it is this resort to other re- 
sources when the budgetary discourse is chal- 
lenged which exposes the importance of signifi- 
cation in relations of power. 

C&D argue that “accounting may be more a 
social invention complicit in the construction of 
social reality, than a “rational” reflection of a 
technical reality” (p.20). However, they do not 
discuss how this social reality might be con- 
structed. They include in their paper a seriés of 
propositions with which they attempt to analyse 
the case. For example: “Control systems often 
become mechanisms through which interests 
are negotiated, counterclaims articulated, and 
political process explicated” (proposition 2, p. 
7). Such propositions do not explain manage- 
ment accounting practices, rather they raise 
questions about the social processes through 
which management accounting is practiced. For 
instance, why and how do control systems be- 
come the mechanisms through which interests 
are negotiated? In general terms, C&D’s analysis 
emphasizes social structure, but ignores human 
agency. The particular attraction of structura- 
tion theory is that it integrates agency and struc- 
ture, and provides a basis for understanding the 
role of human action in the structuration of so- 
cial systems. 

In the following discussion references to 
actions by the University of Wisconsin should be 
interpreted as referring to actions of University 
administrators. Similarly, references to actions 
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by the State will refer to the actions of politicians 
and State administrators. In other words, the re- 
lations between the University and the State 
should be viewed as the social practices of 
human agents. As such, these practices represent 
the intended actions of knowledgeable, purpo- 
sive human actors; although the actors may be 
unaware of the conditions of their actions and of 
all the consequences which flow from them, as 
we shall see later. 

The placing of contextual boundaries on so- 
cial interactions, such as between the University 
and the State, implies that institutionalized prop- 
erties of such social interactions are assumed to 
be given. However, according to structuration 
theory all social interaction is structured by vir- 
tue of the duality of structure. In other words, 
the institutionalized practices which may be 
taken as given for a particular research study are 
themselves reproduced through the actions of 
human agents. In this case we will analyse the 
strategic conduct of social actors in order to un- 
derstand the ways in which they draw upon 
structures in their social relations. But it must be 
remembered that these structures are the out- 
comes of the social actions themselves. Further- 
more, the particular context within which we 
will study strategic conduct is itself a part of a 
larger social context which again is reproduced 
only through the actions of social actors. 


Structuration of relations between the univer- 
sity and the state 

The case study traces the origins of the 
budgeting system traditionally used in the State 
of Wisconsin, particularly the involvement of 
the University, and then describes the tensions 
which arose in the 1980s as a result of reduc- 
tions in funding and the consequences for the re- 
lationship between the University and the State. 
The traditional budgeting system drew upon 
long-standing meaning structures through an ac- 
counting (budgeting ) discourse which provided 
the interpretative scheme for making sense of 
the budgeting process. These meaning struc- 
tures were central to the structuration of the so- 
cial relations between the University and the 
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State. They were drawn upon and thereby repro- 
duced in the budgeting system. 

C&D trace the origins of these meaning struc- 
tures to the “progressive liberalism” of the turn 
of the century Progressive Movement led by 
Governor LaFollette. Embedded in these struc- 
tures were beliefs of social efficiency and ration- 
ality emanating from the ideas of the Taylor 
school of scientific management. The beliefs 
were shared by the representatives of the State 
and the administrators of the University. Gover- 
nor LaFollette relied on the talents of reform- 
minded professors with the technical expertise 
to resolve problems and issues; so much so that 
political decision-making fell increasingly to so- 
called “progressive” academic experts. Through 


the use of academics to solve the problems of 


government, an ideology of “impersonal exper- 


tise and social progress” became embedded in 
the meaning structures drawn upon in social re- 
lations between the State and its agencies. Ad- 
ministrators and social scientists at the Univer- 
sity gave legitimacy this ideology by positing the 
University as a State apparatus for defining, ar- 
ticulating, and promoting efficiency, but with no 
individuality and no rights apart from the will of 
the State. Within this framework, the role of the 
University was to provide a cadre of neutral, ob- 
jective, apolitical, scientific experts (professors 
and graduates ) to the State to secure and nurture 
a progressive liberal society for the citizens of 
Wisconsin. 

In order to maintain a “distance” between the 
politicians and the neutral experts within the 
University, an enrolment funding formula (EFF) 
was used to determine the amount of funding al- 
located to the University. Furthermore, the Uni- 
versity was required to submit a great deal of 
quantitative information such as enrolment 
statistics for various programs and campuses, de- 
tails of budget line items, and specific funding al- 
locations such as libraries, computing facilities 
and other support activities. The EFF and the 
supplementary: information served three pur- 
poses for the State. First, it provided a 
mechanism for assessing funding needs which 
gave an appearance of rational and scientific 
choice. Second, it provided a readily understood 
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rationale for determining the amount of funds to 
be approved. Third, it signified to the public at 
large that the University’s needs and perform- 
ance were being monitored. 

The EEF also had advantages for the Univer- 
sity. It demonstrated publicly that the University 
was accountable and that it had a detailed under- 
standing and control ofits finances. More impor- 
tantly, however, it provided the rationale for the 
State to adopt a “hands-off” policy regarding the 
allocation of funds within the University. As a 
result, the University administrators, relying on 
their technical expertise in the field of higher 
education, could decide without State interfer- 
ence how to distribute funds amongst the vari- 
ous locations, programs and services. According 
to C&D, the budgeting system suited both the 
University and the State (p.12). 

In terms of structuration theory, the budget- 
ing discourse drew on a signification structure 
which contained notions of the rationality of 
science, the neutrality of the expert, the effi- 


ciency of management science, and the objectiv- 


ity of accounting or more generally, the notion 
of budgeting as a rational, efficient and neutral al- 
location process. By continuing to use the EFF 
over many subsequent years the University and 
the State reproduced this structure. In so doing, 
they continued to demonstrate to the public and 
elected representatives in the State legislature 
that the State was allocating funds on the basis of 
rational choice through a logical impersonal 
process and that the University was accountable 
for its use of those funds. 

C&D’s descriptions of the origins of the EFF il- 
lustrates the historically contingent nature of so- 
cial relations. The budget discourse was the out- 
come of social interactions between the Univer- 
sity and the State; but it was contingent on the 
historical contexts within which the interac- 
tions took place — the social, the economic, the 
political, and so on. Thus, the case study pro- 
vides us with a view of the social construction of 
the budgetary discourse. 


The University: autonomy and dependence 
Over the years this budget discourse did not 
permeate the University. A rather different sig- 
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nification structure, which as C&D describe was 
instantiated in a “symbolic, qualitative dis- 
course” (p.11) appears to have existed within 
the University. The different signification struc- 
ture was possible because an abundance of econ- 
omic resources for higher education provided a 
space within which the University could work 
independently of the social practices of the 
State. This space permitted the University to de- 
tach its internal social life from the structures 
which shaped the relationship between the Uni- 
versity and the State. | 

C&D describe how the political nature of the 
State allocations of funds for university educa- 
tion came to be obscured through the use of the 
budgetary discourse. The allocations were re- 
garded as technical solutions generated by polit- 
ically neutral experts. The State was therefore 
able to distance itself from politically sensitive 
issues; for instance, the funds devoted to indi- 
vidual campuses, the funds provided for science 
vs humanities vs medicine, and also the alloca- 
tion to education vs medical care vs care for the 
ageing. Such political decisions were inevitably 
being taken, but the signification structure legiti- 
mated this exercise of political power through 
the budget discourse. The EFF together with the 
supplementary information enabled the State to 
retain control of (or power over) the allocation 
of funds; this control being exercised through 
the discipline which the budget discourse im- 
posed on the University. It has been argued 
elsewhere that accounting can be concep- 
tualized as a form of disciplinary power (Roberts 
& Scapens, 1990). Such power has individualiz- 
ing effects in the sense that the individual social 
actors discipline themselves. In the University of 
Wisconsin case the budget discourse was the 
mechanism by which the University disciplined 
itself, but at the same time it was through the 
budget discourse that political choices were im- 
plemented. 

In addition to being a means of disciplining 
the University, the EFF was also the mechanism 
through which the University was able to secure 
autonomy in its relations with the State. As men- 
tioned above the University was able to detach 


its internal social life from the structures which 
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shaped relations between the University and the 
State. Thus, the budget process was both a means 
of control and a means of autonomy. This 
suggests a form of structural contradiction, and a 
potential for actual conflict. According to Gid- 
dens (1984) such “contradiction expresses the 
main “fault lines” in the structural constitution of 
social systems”; but “contradiction does not in- 
evitably breed conflict” (p. 198). Although areas 
of contradiction are the most likely sources of 
conflict, social actors being aware of their own 
interests may choose to avoid conflict. 

The years from the turn of the century to the 
early 1970s provides us with a good illustration 
of the role of accounting in the structuration of 
social relations. Over these years the budget dis- 
course provided the interpretative scheme 
which was used to make sense of the relations 
between the University and the State. In addi- 
tion, it provided both a norm in terms of which 
the legitimacy of particular actions could be as- 
sessed, and a facility (or resource ) which could 
be drawn upon in relations of power. Through 
these uses of the budget discourse in social 
action the structures of signification, legitima- 
tion, and domination were reproduced. The Uni- 
versity continued to provide higher education 
for the citizens of Wisconsin and the State was 
able to maintain its political power. The avail- 
ability of funds for higher education allowed 
both the University and the State to believe that 
they were exercising control. However, the 
structural contradiction mentioned above did 
eventually lead to conflict. 


Conflict between the University and the State 
During the 1970s financial pressures on State 
resources meant that the funds available for 
higher education began to shrink, at least in real 
terms, and the State used the EFF to contract the 
funds allocated to the University. This contrac- 
tion was achieved through the budgetary dis- 
course and had the effect of reducing the space 
which had previously allowed the University to 
operate internally independently of the State. 
The problems came to a head in the early 1980s 
when it became clear that the prestigious Madi- 
son Campus was consuming an increasing prop- 
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ortion of the available resources, at the expense 
of the other campuses. 

In the years of sufficient economic resources 
there was space for the University to have 
autonomy in its relations with the State. But as 
the available economic resources contracted 
the University began to feel that it was losing its 
autonomy. However, it did not lack resources 
which could be used in relations with the State. 
These resources included: control of local infor- 
mation used in the budgeting process; recourse 
to the media to challenge existing allocations; 
appeal to the wider public to challenge the 
legitimacy of existing budgeting procedures; 
and lobbying of elected representatives. The 
University’s use of these resources in its attempt 
to regain autonomy provides a good illustration 
of Giddens’ dialectic of control. In C&D’s de- 
scription we see conflict between the University 
and the State arising from the structural con- 
tradiction implied in using the budgetary pro- 
cess as both a means of control and a means of 
autonomy. By drawing on its resources within 
the structure of domination, the University at- 
tempted to bring about changes in the budget 
discourse. 

The University submitted its 1983—85 budget 
request, not in terms of the traditional EFF, but in 
the form of specific, qualitative program cate- 
gories, labelled Decision Narrative Items 
(DINs). The DINs summarized the University’s 
need for funds in three major budget categories: 
(1) for the modernization of instructional equip- 
ment in high technology areas, (2) for the ex- 
pansion of programs in other vital areas, and (3) 
to arrest the decline in library and information 
resources. Although the DINs included specific 
illustrations of the needs at particular campuses 
and the nature of individual programs, dollar 
amounts were not associated with specific pro- 
grams or campuses. The strategy behind the ap- 
proach was to demonstrate the dire needs of the 
University, while at the same time allowing Uni- 
versity administrators to retain control over in- 
ternal allocations. 

The new budget discourse included a qualita- 
tive rhetoric that placed emphasis on the role of 
the University in State-wide economic recovery 
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and revitalization. It was, in effect, drawing upon 
the signification and legitimation structures in 
an attempt to replace one interpretive scheme 
(the EFF and supplementary quantitative infor- 
mation ) with another (the DINs). In order to do 
this the University used the resources at its dis- 
posal to challenge the traditional power of the 
State. For instance, it appealed publicly to the 
State citizenry for support to halt and reverse the 
decline in funding for higher education. The 
public responded sympathetically. 

The new budget discourse, however, had 
upset the traditional division of responsibilities. 
Previously, the State had been able to reduce 
funding levels, but leave the specifics of the cuts 
to the University. For example, the difficult deci- 
sions of whether to maintain the prestigious 
Madison campus as one of the nation’s top uni- 
versities, or to dilute Madison and divert re- 
sources to other campuses was left to the Uni- 
versity. The new budget discourse attempted to 
force the State into making this highly political 
decision, or alternatively, redistributing funds 
from other State agencies. University adminis- 
trators felt confident that the general public and 
the University could combine to change the 
traditional budget discourse. 

The new discourse challenged the moral 
order (or norms) embedded in the budgeting 
process. Under the old procedures, the State re- 
quired the University to request funds in terms 
of the EFF and then held it accountable for its 
spending. The University met these obligations, 
not merely out of a felt positive moral commit- 
ment, but also because of the implied threat that 
failure to do so could result in a withholding of 
funds and interference in the internal allocation 
of funds. Faced with chronic underfunding, the 
University did not feel obligated to comply with 
these moral claims when it formulated its 1983— 
85 budget request, It judged that the potential 
sanctions were less severe than the real effects of 
continued underfunding. Moreover, the new 
budget format implied a moral order in which 
the State would be accountable to the public and 
to the University for the underfunding of one or 
all of: high technology instructional equipment 
(DIN 1), expanded programs in vital areas (DIN 
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2), or library resources (DIN 3 ). The new proce- 
dures would not only alter the nature of the 
sanctions, but would reverse the direction of 
moral obligation. 

The State reacted cautiously. The legitimacy 
of the EEF was being challenged and ir its place 
was proposed a symbolic, qualitative based 
budget request. The State was faced with openly 
making policy choices amongst alternatives 
within the University and between other social 
programs and higher education. Furthermore, 
the University would be released from its obliga- 
tion of accountability to the State for internal re- 
source allocation. Overall, the proposed proce- 
dures would place the State in a highly vulnera- 
ble position. Thus, it used the resources at its dis- 
posal to exercise control in its relations with the 
University. 

The Governor and the State Department of 
Administration (DOA) refused to recognize the 
three separate DIN categories. Instead they col- 
lapsed them into one budget category which 
they labelled “Improving University Education”. 
This relieved the State from having to publicly 
choose amongst equipment, programs and lib- 
raries, and importantly shifted the budget dis- 
course away from explicit political choices. The 
State acknowledged the general claim that re- 
sources for the University had decreased sig- 
nificantly, but argued that since it lacked any 
quantitative indicators, the magnitude of the 
problem could not be determined. Eventually 
the DOA and the Governor in collaboration with 
University administrators agreed to fund over 80 
per cent of the request. 

The additional funding, however, was not to 
imply that the DOA or the Governor accepted 
the arguments of the University. In fact, the DOA 
officials were very concerned that the budget 
discourse had shifted away from the technical 
and quantitative to the qualitative and symbolic, 
as this left no “quantitative, objective” basis with 
which to legitimate the funding in the legislature 
(C&D p.19). This notwithstanding, the Gover- 
nor, in a well publicized move, allocated a 
further million dollars for a separate “Star 
Faculty Fund”; thus providing evidence to the 
public of his commitment to higher education. 
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This fund and the agreed increase in funding, 
however, were not to be part of the formal Uni- 
versity operating budget of which salaries were 
the major component. These additional items 
were decoupled from the operating budget that 
was to be submitted at a later date. 


Unintended consequences 

The University’s attempt to change the budget 
discourse proved to be short-lived and had unin- 
tended consequences. As mentioned above, 
DOA Officials were very concerned about the 
symbolic budget discourse. This concern sur- 
faced when the University submitted its usual 
salary request in the Spring of 1983. University 
faculty are State employees and their salary 
budgets go, along with all State agency salary 
budgets, to the legislative Joint Committee on 
Employment Relations (JCOER) for recommend- 
ation to the Governor. The University asked for 
an 18 per cent increase in the 1983-85 salary 
budget, arguing that such an amount was essen- 
tial in order to retain high quality faculty and 
maintain good morale. 

In the summer of 1983, however, JCOER sub- 
mitted a salary plan, which the legislature ap- 
proved, freezing salaries for all University 
employees in the first vear and providing for a 
3.2% rise in the second year. The University re- 
sponded with a request for a general supplement 
of one million dollars which JCOER approved, 
but which the Governor subsequently vetoed. It 
was only then that the University administrators 
realized that their attempt to change the budget 
discourse yielded unintended consequences. 
The large lump sum payment and the Star 
Faculty had been subsidized by the faculty them- 
selves. As C&D concluded, the Governor had, in 
the final analysis, not only beaten the University 
at the game of changing the budget discourse, 
but had turned it to his political advantage. 

The Governor, with the support of DOA offi- 
cials, had utilized the other resources at his dis- 
posal when the traditional budget discourse was 
challenged by the University. He drew on the 
signification structure to argue that the Univer- 
sity’s procedure lacked rationality. In addition, 
he used his authoritative resources to combine 
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the three DINS into a single budget category, and 
his allocative resources to withhold salary in- 
creases. These actions reinforced the rationality 
of the traditional budget discourse and limited 
the impact of the University’s attempts to ques- 
tion its legitimacy and appeal to elected rep- 
resentatives and the wider public. The Governor 
succeeded in reimposing the traditional proce- 
dures. The relations of power which had pro- 
duced (and were obscured by) the budget dis- 
course were drawn upon more explicitly and 
very effectively to restore the traditional system 
and thereby perpetuate its use for the future. 
The University President resigned and for the 
next budget biennium the State and the Univer- 
sity returned to the traditional budget discourse. 


Some psychological aspects 

While C&D’s description and analysis prised 
primarily on social structures and political 
forces, there is a modicum of evidence, albeit in- 
direct, that the traditional budgeting system 
served as a means of meeting some of the par- 
ticipants’ needs for ontological security. For 
example, C&D (p.11) report: “This historically 
rooted state/university budgetary relationship 
gave the UWS [officials] a degree of comfort, 
even though it required the university to share a 
great deal of detailed, quantitative information 
with the State” (p. 11); and elsewhere: “The 
economic reality within which the UWS and 
State have lived had been traditionally defined 
using the accounting enrolment formula. The 
rules that had guided their requests for programs 
and pay, as well as governance, had been im- 
plicitly understood... The roles were defined and 
the actors found comfort within this budgetary 
relationship” (p. 19). The comfort provided 
could be seen as indirect evidence that the trad- 
itional budget was a source of ontological sec- 
urity for officials on both sides, while the im- 
plicit understandings are suggestive of their 
practical consciousness. Similarly, the attempt 
by the University officials to change the budget 
system in a radical way can be seen to be a cause 
of psychological anxiety, particularly on the part 
of State officials. Along these lines C&D report: 
“The State [elected and bureaucratic officials] 
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found great discomfort in having to choose from 
among such broad funding categories as “lib- 
raries” vs “educational programs” vs “equipment 
needs” (p. 16); and elsewhere: “In essence, the 
State, especially the LFB, was angry that the trad- 
itional budgeting relationship, which had gener- 
ated both technical and symbolic forms of 
budgetary information had to be abandoned” 
(p.19); and again “the UWS then caused a major 
disruption by: changing the budgetary request 
process. They had broken the rules and caused 
discomfort, even embarrassment, to the relevant 
political actors. However, what the UWS obvi- 
ously did not anticipate was the intensity of 
negative reactions by budgeters” (p.19). Thus, 
the University budgeting system can be seen not 
only as modality in the reproduction of social 
structures, but also as an important means of 
meeting deeply rooted psychological needs for 
ontological security. 


DISCUSSION 


The purpose of this paper has been to evaluate 
the potential contribution of Giddens’ structura- 
tion theory for management accounting re- 
search. We have argued that structuration 
theory, its limitations notwithstanding, can be 
used to sensitize researchers to the social nature 
of management accounting practice. At the 
methodological level, structuration theory rep- 
resents a set of concepts which provide a start- 
ing point for the development of substantive 
theory and empirical explanations in which 
management accounting is regarded, not as a 
natural phenomenon, but as a social construc- 
tion. If researchers internalize these concepts, 
studies of management accounting practice will 
look to the relationship between day-to-day so- 
cial action and the dimensions of social struc- 
ture. This will involve locating accounting in re- 
lation to its social context and examining its his- 
torical setting. For example, it helps us explore 
how accounting is conditioned by the wider 
socio-economic system, how it provides a set of 
rules and resources which are implicated in the 
structuring of certain types of organizational be- 
havior, how these rules and resources are them- 
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selves the outcome of social practices, and how 
accounting systems might be a source of on- 
tological security for the participants. 

The paper also attempts, through the case 
analysis, to demonstrate how structuration 
theory can be used in management accounting 
research. At the theoretical level we argued that 
management accounting systems represent 
modalities of structuration in the three dimen- 
sions of signification, legitimation and domina- 
tion. In particular, management accounting sys- 
tems are the interpretive scheme which mana- 
gers use to make sense of their day-to-day ac- 
tivities. Signification in accounting terms also 
provides a resource which can be drawn upon in 
the structure of domination, and a set of norms 
which can be drawn upon in the structure of 
legitimation. In the case study, we illustrated 
how this view of accounting could be used to 
make sense of relations between the University 
and the State of Wisconsin over a long period of 
time and in the specific context of a crisis inci- 
dent. 

As we shall see below in our discussion of the 
critiques of Giddens’ work, structuration theory 
does not provide final answers to the key ques- 
tions in social theory. It does not, for instance, 
tell us which dimensions of structure are prim- 
ary and which are secondary, or whether agency 
has primacy over structure or vice versa. This, 
however, may be a strength of structuration 
theory in that it does not attempt to privilege 
particular theoretical positions. Rather, it per- 
mits the researcher to explore the issues in 
specific time—space locations and to develop 
theories in relation to particular contexts. To re- 
search accounting from such a perspective re- 
quires detailed studies of accounting practice. It 
is necessary to locate practice in its historical, as 
well as its economic, social and organizational 
contexts. Case studies are particularly suitable 
for this type of research as they allow the re- 
searcher to adopt a holistic orientation. Ac- 
counting is thereby studied as part of a unified 
social system in which the various elements con- 
tribute to the “individuality” of the whole. Struc- 
turation theory offers a framework with the po- 
tential to make useful contributions to manage- 
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ment accounting research, particularly as a 
framework for case studies of management ac- 
counting practice. 

Structuration theory, however, it is important 
to recognize, is not a theory in the empiricist 
tradition, but an organized way of making sense 
of social life and a sensitizing device for resear- 
chers. Its value for empirical studies in account- 
ing lies in the way it enables us to make sense of 
accounting practices. We have illustrated, using 
an existing case study, that structuration theory 
offers accounting researchers a framework for 
exploring the role of accounting in the structu- 
ration of social practices. Much empirical re- 
search in accounting is carried out with the ob- 
jective of producing generalizable conclusions. 
All too often the writers of case studies are 
apologetic about their inability to generalize the 
findings of their research. For instance, Ansari & 
Euske (1987) include the following statement in 
the introduction to their case study of the USA 
Department of Defense weapons repair cost ac- 
counting system: 


-This study is exploratory and descriptive, because there 
is little prior empirical evidence upon which to proceed. 
Therefore, its purpose is not to test specific hypotheses. 
Ratber, it is to provide a description of the processes in 
order to generate and test specific hypotheses in the fu- 
ture. Hopefully, such an exploration can ultimately lead 
to the development of a theory of information use in or- 
ganizations (p.5). 


Such caveats, which are common in case studies, 
suggest that findings cannot be generalized 
because of limited sample sizes, but with suffi- 
cient empirical evidence it will be possible to 
generate testable hypotheses which, if con- 
firmed (or, at least, not falsified) will yield 
generalizable theories. We believe, however, 
that considerable care must be taken in inter- 
preting the meaning of generalizations in this 
context. As Giddens (1984) argues, the casual 
mechanisms entailed in social scientific 
generalizations depend upon actors’ intentions, 
set within the context of a complex web of in- 
tended and unintended consequences of action. 
Consequently, such generalizations cannot be 
interpreted as universal laws which both explain 
and predict. Rather, they are “explanatory prop- 
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ositions” that are both temporally and spatially 
circumscribed. They are capable of explaining 
the context of particular mixes of intended and 
unintended consequences of action. But the de- 
velopment of a particular generalization has the 
potential to influence actors’ understandings of 
the context of their action, and thereby to un- 
dermine itself. 

This point is so important it requires elabora- 
tion. Social systems, unlike particles in quantum 
physics, have a history and a future. Their past, 
created by human actors, is studied by human 
actors. So, unlike physics, where the scientist is 
not part of the phenomena under investigation, 
social theorists are part of the very phenomena 
they study and part of the theories they produce 
about the social order. Thus, social theorists 
have the possibility (a very real one as was the 
case for Engels and Marx) of causing profound 
changes in any social order. For this reason, it is 
impossible to construct any universal and per- 
manent theory of social behavior. This is the es- 
sence of Giddens’ (1976) concept of the double 
hermeneutic: “There is a continual “slippage” of 
the concepts constructed in sociology, whereby 
these are appropriated by those whose conduct 
they were originally coined to analyse, and 
hence tend to become integral features of that 
conduct” (p.162). 

AS a consequence, although structuration 
theory may enable us to make generalizations 
about the historical and spatial context of ac- 
counting practices, we must be very cir- 
cumspect in making predictions about uses of 
accounting in the future. Nevertheless, it does 
provide a means by which we can understand 
the processes which determine future practices. 
Structuration theory is not, however, without its 
limitations and critics. We next turn to a discus- 
sion of them. 
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Limitations 

Giddens’ structuration theory has had a pro- 
found and far reaching impact. Researchers in 
Europe and America have used it as a conceptual 
framework for detailed longitudinal empirical 
studies of various social institutions. Others see 
it as a way out of the complex and inconsistent 
melee of available theories. Not surprisingly, 
then, structuration theory became the subject of 
critiques by a number of academics.® These 
critiques bring to light a variety of concerns, 
some of which are relevant when using structu- 
ration theory for an empirical study, such as our 
analysis of the Wisconsin budget system. 

One concern centers on the eclectic sweep of 
Giddens’ work. Critics such as Gane (1983) and 
Turner (1986a, b) argue that he relies ona set of 
disciplines which are sometimes ontologically 
inconsistent and epistemologically incompati- 
ble. Thus, structuration theory runs the risk of 
being a syncretistic amalgam of disciplines 
which operate on different theoretical planes 
and whose inconsistencies are not disposed of, 
merely temporarily suppressed (Gane, 1983). 
Giddens responds to this point by claiming that 
his scheme operates at a level of abstraction 
above the competing theoretical perspectives 
and that in formulating his framework “I have 
not been reluctant to draw upon ideas from 
quite divergent sources. To some this may ap- 
pear an unacceptable eclecticism, but I have 
never been able to see the force of this type of 
objection” (1985, p.xxii), and further that: “If 
ideas are important and illuminating, what mat- 
ters much more than their origin is to be able to 
sharpen them so as to demonstrate their useful- 
ness, even if within a framework which might be 
quite different from that which helped to engen- 
der them” (1984, p.xxii).’ We side here with 
Giddens in that our case analysis using the struc- 


“The Journal for the Theory of Social Bebavior, for example, devoted one entire issue in 1983 to papers discussing various 
aspects of structuration theory including empirical studies using it as their analytical methodology. Some of the major 
critiques include those by: Archer (1982); Hirst (1982); Gross (1982); and Willmott (1986). A 1982 volume of Theory, 
Culture & Soctety included a “Symposium on Giddens” section with six papers, including one by Giddens replying to his 
critics and an illuminating interview with Giddens regarding major issues in structuration theory. 

“Elsewhere, Giddens writes: “Sociology is not a subject that comes neatly gift-wrapped, making no demands except that its 
contents be unpacked. Like all the social sciences — under which label one can also include, among other disciplines, 
anthropology, economics, and history — sociology is an inherently controversial endeavour. That is to say, it is characterized 
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turation framework has been able to inform our 
understanding beyond that of both the conven- 
tional technical-rational analyses of such ac- 
counting systems and C&D’s propositional and 
dual (technical-rational vs political) analysis. 

A more important criticism than eclecticism, 
at least for our purposes, asserts that structura- 
tion theory does not satisfactorily overcome the 
major debate that has plagued social theory for 
decades —— “man as a social object” vs “man as a 
reflexively unfettered existential agent”. Struc- 
tural sociologists, for their part, depict social 
structures as disembodied from the human ac- 
tors who produce them and at the same time 
portray human actors more or less as culturally 
driven dupes (Turner, 1986a). Existential 
phenomenologists, in contract, see social life as 
actively constituted by individuals who subjec- 
tively produce widely shared understandings 
which guide them in social settings. Are we 
“pushed” around by social codes or do we volun- 
tarily “jump” as a result of our own motivations 
and understandings? The answer from structura- 
tion theory is that “in social theory, the notions 
of action and structure presuppose one another” 
(Giddens, 1979, p.53). While the production 
and reproduction of society is a skilled ac- 
complishment of its members, the realm of 
human agency is bounded by agents’ historical 
time—space location which, importantly, is not 
of the agents’ choosing: “The concept of structu- 
ration involves that of the duality of structure, 
which relates to the fundamentally recursive 
characteristic of social life, and expresses the 
mutual dependence of structure and agency” 
(Giddens, 1979, p. 69). Both social structures 
and human agency, Giddens insists, must be in- 
cluded in any social theory. 
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Critics reply that while they do not object to 
the inclusion of structure and agency in one 
theory, these phenomena are incorporated into 
structuration theory in two quite different and 
contradictory ways. On the one hand, they 
argue, the theory seems to assert that social 
codes, rules, and resources organized as proper- 
ties of social systems become inscribed in each 
individual in the social order; yet on the other 
hand, the framework depicts individuals as exis- 
tential agents who produce themselves as social 
actors capable of striving towards absolute 
truths.” The agent in structuration theory is 
situated with one foot in social structures and 
the other free and independent; that is to say, at 
once both outside the social system and yet in- 
side it. This, critics claim, appears to be an intel- 
lectually impossible “no-man’s land.” 

Yet the reality is that we are at once inside so- 
cial structures but outside them in what we can 
think about them and perforce change them. So 
the argument turns only on the theoretical 
plane. It has to do with axiomatic systems in gen- 
eral which must inherently either contain at 
least one inconsistency or be incomplete. As 
Ryan (1982, pp. 16-17) puts it: 


For the formal system to be complete, to have no outside, 
it must assume the possibility of a transcendental posi- 
tion that is not simply one item of the formal logic; it must 
assume an outside to the series that acts as a paradigm. 
Otherwise, the axiomatic system or the master principle 
will simply be part of the world being described formally. 
To be a complete system, formal schematism requires a 
metalevel that must be outside the field of seriality for- 
malized by the system. But how is the metalevel position 
from which the system is constructed to be accounted 
for? An account of it simply generates another metalevel, 
which requires accounting for, in an infinite regress. 
What allows any complex system to be complete also 
seems to render it incomplete in one move. 


by continuing disputes about its very nature. But this is not a weakness, although it has seemed such to many of those who 
call themselves professional “sociologists”, and also to many others on the outside, who are distressed that there are 
numerous vying conceptions of how the subject matter of sociology should be approached or analysed” (1982, p.3). 

"See Willmott (1986) for a detailed and thorough exposition of ways Giddens relies on both Freud and Lacan in constructing 
his ontologically secure existential agent without addressing the Freud—Lacan differences. Freud, Willmott explains, 
identified three types of consciousness (id, ego, and superego) and theorized that the ego is simultaneously under pressure 
from the superego to follow the moral dictates of society and from the id to follow instinctual, natural urges. Freud’s solution 
was to strengthen the ego through psychoanalytic therapy so it is more capable of controlling the other two. Lacan, in 
contrast, posited a three-tiered “I” (real, imaginery, and symbolic) and his solution to ontological insecurity was for the 
subject to undergo therapy that would strengthen the unity of the “I”. Giddens, Willmott argues, metely sweeps over this 


debate with his existential agent. 
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To use Godel’s terminology, the system is necessariliy 
“umdecidable”, because it generates elements that can be 
proved both to belong to the system and not to belong to 
it at the same time. The axiomatic system is necessarily 
incomplete. 


Structuration theory is no exception. Giddens 
makes no claim to have resolved this epis- 
temological impasse. 

There is, nevertheless, an important implica- 
tion in this for our case analysis. We cannot say 
for certain whether or not the university ad- 
ministrators, in deciding to change the budget 
ritual acted in an unfettered, existentialistic way; 
or whether they merely followed the dictates of 
the prevailing social structures. Structuration 
theory does not automatically inform us in this 
regard. Our own perception, however, is that 
the answer lies close at hand and is to be found 
in Giddens’ distinction between “routine” and 
“crisis” situations, a distinction underplayed or 
overlooked by many of the critics. 

Routinization, Giddens (1984) points out, is 
fundamental to daily social activity. The routine 
is “whatever is done habitually” and daily “en- 
capsulates exactly the routinized character 
which social life has as it stretches across time— 
space” (p.xxii). Daily routines are repeated re- 
cursively and so agents have no need to con- 
sciously think or speak about them. In addition 
to being functional, routines are also economical 
in that agents need not stop, devise, and 
negotiate a new commonly agreed upon social 
code every time they meet. Under routine con- 
ditions human action, including the reproduc- 
tion of social structures, flows continuously. 
Here social codes are paramount. 

In critical (or crisis) situations, in contrast, 
structuration works differently. A critical situa- 
tion is “a set of circumstances which — for what- 
ever reason — radically disrupts accustomed 
routines of daily life” (Giddens, 1984, p.124). 
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Conventions and social codes may be aban- 
doned and new ones produced on the spot. “The 
accustomed routines of daily life are drastically 
disrupted” (Giddens, 1979, p. 125). Under crisis, 
agency comes to the fore, often reshaping pre- 
vailing social structures.’ All at once the orderly 
crowd at the general store turns into a lynch 
mob. 

The distinction between routine and crisis 
situations informs our case analysis in an import- 
ant way. It seems plausible that the traditional 
budgeting process was dominated by the struc- 
tures of the progressive liberal ideology as State 
and University officials routinely carried out the 
budget ritual. By 1982, however, the University 
officials perceived the funding situation as a 
crisis. Acting consciously and deliberately they 
took action to change the budget discourse from 
the rational-quantitative one to a political-qual- 
itative disquisition. The Governor, also acting 
consciously and deliberately, collapsed the 
three DINs into one, authorized a one-shot fund- 
ing, and then restored the traditional budget dis- 
course. Under crisis, although agency initially 
prevailed on both sides, in the final analysis it ap- 
pears that the University proved relatively pow- 
erless to the “deeply structural feature of the 
context in which the initial moral challenge was 
mounted.”!° 

It should be recognized at this point that some 
critics question Giddens’ theory of the uncon- 
scious as a source of motivation for agents’ seek- 


ing ontological security through immersion in 


routine situations (Gane, 1983; Willmott, 1986). 
Why, they ask, would individuals who have de- 
veloped truly successful mechanisms to cope 
with the unconscious anxiety associated with 
the trust phase of pre-linguistic childhood come 
to experience undue anxiety in nonroutine 
(critical) situations? What seems more logical is 
that only ontologically insecure agents would be 


°A similar point is made by Weick (1983) when he discusses stress in accounting systems. Stress occurs when some demand 
is placed on an individual that upsets his or her normal relatively stable state of equilibrium and where restoration to some 
normal state depends on a nonautomatic response. Weick argues that under stress accountants have a tendency to engage in 
questionable accounting practices such as inflating revenue, deferring current expenses, exaggerating the valucs of assets, 
and even altering invoices. Accountants under stress, then, do overturn accounting codes. 

Owe are indebted to an anonymous reviewer for pointing us towards this analysis and this is a quote from the reviewer's 


commentary. 
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unduly concerned to immerse themselves in 
routine in order to reduce anxiety. As Willmott 
(1986, p. 114) puts it “a deeply ontologically 
secure person... is able to recognize and repro- 
duce routines... without becoming anxious 
when routines are disrupted”. Willmott also ar- 
gues that the infant's self-induced and imaginary 
separation from nature is a more fundamental 
source of anxiety (alienation) that that de- 
veloped at the trust phase of psychic develop- 
ment by the comings and goings of the mother. 
Therefore, he argues, with clear Marxist under- 
tones, Giddens’ theory lacks a critical edge 
‘because a critical theory of social action must in- 
clude an understanding of both existential alie- 
nation (as a consequence of separation from 
their material natural circumstances) and struc- 
tural anxiety (as a consequence of their three- 
tiered psychological makeup). Willmott con- 
cludes that this nondualistic awareness is the 
prime source of alienation and thus must be re- 
cognized and dealt with before the agent can 
freely take radical action in social situations. 
While these criticisms have some force, there 
is no overwhelming reason why ontologically 
secure agents would not generally prefer 
routine situations over critical ones. After all, 
while routines do have a coercive side, their 
enabling feature is that the appropriate social ar- 
rangements are “understood” and need not be 
worked out again each and every day. Ontologi- 
cally secure agents may believe that the enabling 
aspects of routines outweigh their coersive 
properties. Further, such criticisms imply, in the 
extreme, that ontologically secure agents would 
renegotiate the social order each day, in which 
case it seems likely that chaos or paralysis would 
prevail. Thus, although Giddens’ conception re- 
mains problematical, the current range of alter- 
natives seem equally fraught with difficulties, In 
the event, what seems clear is that the precise 
workings of the unconscious requires further re- 
search and theory. While it seems evident that 
Giddens’ most recent conception of the role of 
the unconscious motivation for ontological sec- 
urity needs reworking, this does not seem a fatal 
flaw for structuration theory. Routines and the 
unconscious motivation for routines presup- 
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pose each other. 

But perhaps the most persistent attack on 
structuration theory argues that it is emascu- 
lated for not positing a final position. That is to 
say, while Giddens identifies the three essential 
levels of structuration, and while he seems to 
accept the idea of dialectic contradictions 
within the social order, he fails to take a stand on 
which level — meaning, domination, or morality 
— is fundamental to the reproduction of any so- 
cial order (ie. primary), and which are secon- 
dary in that they arise because of (or are a result 
of) the existence of the primary contradiction. 
As Gane (1983, p. 395) puts it “no overall 
scheme of determination-dominance is elabo- 
rated in relation to the ensemble of “institutional 
elements” always combined together... (yet) this 
does not prevent Giddens adopting a 
methodological hierachisation of levels without 
having to link this to any final instance of analy- 
sis”. In short, Giddens is critized for not addres- 
sing the issue of some final determination of the 
economic in the social formation and for not tak- 
ing a stand on the politics of class position. 

Criticism on this front, it is important to un- 
derscore, comes mainly from social theorists 
with strong Marxist leanings. We will not get 
into the details of this long debate here as Gid- 
dens’ position is set forth at some length in much 
of his writings including his books A Contem- 
porary Critique of Historical Materialism and 
Sociology: A Brief But Critical Introduction. It 
is sufficient to say that Giddens does not accept 
the deterministic epistomological tone of Marx’s 
naturalistic evolutionary historical materialism. 
Nor does he accept its reliance on an ontology 
founded on the concept of contradiction. Gid- 
dens (1979) points out clearly how Marx un- 
equivocally depicted the social development of 
mankind as one progressing through the 
dynamism of contradiction to a sequence of 
types of society each creating “not just the possi- 
bility but the means of advancement to a 
“higher” order” (Giddens, 1979, p. 134). Gid- 
dens rejects this deterministic view on the basis 
that since social structures are created by men 
and women, and that since we can think about 


‘these creations, they are always open (poten- 


474 


tially ) to new forms, even ones that are unthink- 
able today.’ Elsewhere, he urges his detractors 
not to try “to show that Marx did not really mean 
it when he gave the expansion of the forces of 
production such a prominent role in promoting 
social change... It seems to me much less disin- 
genuous simply to accept that Marx, like other 
mortals, can be wrong, and that in this instance 
he was” (Giddens, 1985, pp. 172—173). 

In the event, to expect structuration theory to 
deliver the final solution to this most basic and 
long-standing issue in social theory is to expect 
far more than Giddens ever promised. He clearly 
makes no such claim. Rather, in developing 
structuration theory “I seek to transcend dilem- 
mas that have arisen from a traditionally estab- 
lished division in social science and philosophy” 
(Giddens, 1985, p. 167). The fact that structura- 
tion theory does not press closure on this issue 
may, in fact, be a strength. If we assume that the 
dominant place of privilege is not fixed for all 
time-space locations, but rather that it will vary 
from context to context and from situation to 
situation, then we have a dynamic not a finished 
and permanent system of theory. This accords 
closely with the generally accepted view that 
laws of the processes of social life are mutable. 
Social theory can and does have a transformative 
impact on its subject matter (Giddens, 1984). 

Nevertheless this issue enters into our case 
analysis. We are not able to say definitely which 
level of structuration in the budget struggle was 
the most fundamental (prime, base, or infras- 
tructure), thus driving the others (secondary or 
superstructure ). Was it the state’s legally domin- 
ant position enacted on by the Governor that 
turned the tails of the final instance? Or was it the 
State’s superior morality of a liberal progressive 
populist society that held sway over the Univer- 
sity’s ideology of neutral, technical experts serv- 
ing the State’s citizency? Or was it the strength of 
the technical-rational discourse embedded in 
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the traditional budgeting process that won the 
day? Structuration theory does not promise 
answers to these questions. Rather, it argues that 
it is the interactions of these questions that is of 
the essence. It does, however, sensitize us to this 
issue as well as to the fact that we can, as we did 
above in putting forth a plausible analysis of the 
structure-agency under conditions of crisis, de- 
cide for ourselves. 


CONCLUDING REMARKS 


Previous studies, particularly that of Roberts 
& Scapens (1985), have advocated structuration 
theory as a potentially valuable framework for 
management accounting research. The main 
purpose of this paper was to investigate this 
proposition by way of an analysis of a longitudi- 
nal field study of a budget system in action and 
an examination of the main criticisms of structu- 
ration theory. One aspect of structuration 
theory that stands out is its potential as a sensitiz- 
ing device for researchers to understand the 
nature of management accounting and its role in 
organizations. As we attempted to demonstrate 
above, it can be used to make explanatory prop- 
ositions about the way management accounting 
contributes to the existing social order as well as 
to changes in that order. For example, the role of 
accounting in the structuration process is most 
visible in times of crisis and in contests for con- 
trol — as was seen in the Wisconsin case. But 
management accounting fulfils an important 
role in the maintenance of the social order at 
other times. Accounting discourse is the means 
by which sense is made of economic and busi- 
ness activities. It also is drawn upon to legitimate 
particular actions. As well, it is a resource for the 
exercise of power, both in the broad and narrow 
sense. Structuration theory, then, indicates the 
ways in which accounting is involved in the in- 


"Giddens further shows how the idea of a fundamental contradiction undertying the possibility of progressive movements 
also suggests the possibility of regressive movements and the concept of system degeneration “if we accept in full the 
contingency of history, we have to accept the possibility that contradiction can underlie or stimulate retrograde movements 
of historical change” (Giddens, 1979, p. 143). Giddens points to the right wing Nazism of Germany and the left wing 
totalitarianism of the Stalin era in the USSR as examples of system degeneration. Thus, he challenges the inevitability of the 
evolution of society towards a collective society based on socialized productions. 
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stitutionalization of social relations. It is, in our 
view, a more focused, informative, integrative, 
and efficient, yet comprehensive, way to analyse 
case studies of management accounting than 
many of the frameworks used in previous 
studies. Case studies by themselves are not 
enough to advance our knowledge of manage- 
ment accounting practice, they need to be in- 
formed by theory (Boland & Pondy, 1983; Otley, 
1984; Hopper & Powell, 1985; Macintosh, 1985; 
Ansari & Euske, 1987; Hoskin & Macve, 1986; 
Miller & O'Leary, 1987; Richardson, 1987; 
Tinker & Neimark, 1987; Smith et al., 1988). 

Structuration theory also highlights that the 
existing corpus of critical accounting studies has 
in the main neglected the agent’s psychological 
functioning. From a structuration theory per- 
spective, managers’ reflexive-monitoring of be- 
havior in social settings, such as how they re- 
spond to and engage budgeting systems, is a 
function of their discursive and practical con- 
sciousness and their unconscious motivation for 
ontological security. While Giddens’ construc- 
tion of the agent remains problematic, it 
nevertheless highlights the fact that psycholog- 
ical factors need to be brought into the analysis. 
Just as structuration sometimes involves radical 
changes in social structures, it can also involve 
radical changes in the agent’s psychological 
functioning: “Men are smarter than systems, and 
what is learnt is how to negotiate, not just how to 
make better budgets” (Jonsson 1982, p.82, 
quoted in Rosenberg, 1982, p.210). Critical ac- 
counting studies to date have all but ignored this 
essential aspect of accounting and the social 
order. As Rosenberg (1982, p. 193) rhetorically 
asks: “Budgets and human agency: Do the men 
have to be dragged back in?” 

Finally, on a more speculative note, we prop- 
ose structuration theory as a possible gateway 
into a post-modernist understanding of manage- 
ment accounting systems. Structuration theory, 


for example, in a decidedly post-modern move, 
imports into its linguistic field two oppositional 
elements of social behaviour — structure and 
agency — at times privileging one side and at 
other times reversing their position. This ex- 
poses the way in which the two elements exist in 
social theory, not peacefully, but in a violent 
hierarchical contradiction. Giddens then inserts 
the neologism “structuration” into a space be- 
tween these two oppositional elements. This 
gesture imports into the theoretical field a per- 
manent “undecidable” and thus prevents any re- 
construction of a unified meaning on either of 
the earlier structuralist or existentialist grounds. 


' In deconstructionist terms, this move overturns 


and transgresses the former binary opposition, 
placing them sous rature and preventing any 
final closure or ultimate position on the meaning 
of social action.'* The structuration process is 
neither structure nor agency while at the same 
time it is either process or structure. 

Another post-modern overtone is that each 
element in the theory is defined only in relation 
to ali the other elements. So we can detect in 
each element, even if only unconsciously, traces 
of the other elements which it has excluded in 
order to be itself Each element in the chain of 
meaning, then, is somehow scored over or 
traced through with all the others. For example, 
“domination” is what it is only by temporarily 
fending off “signification” and “legitimation”, but 
these other elements, because they are actually 
constitutive of its identity, still somehow adhere 
within “domination”. As a consequence, mean- 
ing is dispersed along the whole chain of ele- 
ments in the structuration scheme. So when we 
“read” Giddens’ account of structuration theory, 
one element always relays us to another, and that 
to another. Earlier meanings are modified by or 
mediated through later ones. Thus, although the 
action, in any specific space—time location, con- 
taining the meaning may come to an end, the 


These post-modern overtones can be detected readily in Bleicher & Featherstone’s (1982, p. 65) interview with Giddens 
where he says, for example: “But now we have to recognise that the Marxian project was already compromised, it was a 
philosophically and sociologically unreal project in the 19th Century and it becomes doubly so in the 20th Century. That's 
why a deconstruction is necessary. One is not going to find a comparable agent of social change and that’s why the only 
possible political implication is that there are a variety of contemporary cutting edges of change from which one can see some 
kind of possible movement developing or social change occurring.” The interview contains many such examples. 
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process of structuration does not. The true 
meaning of social action is always absent, defer- 
red, mediated, or still to come. The essential 
characteristic of the structuration scheme, when 
seen from.a post-modern stance, is the struggle 


theory of social action, with its key concepts of 
“structuration”, and the “duality of structure”, 
then, can be read along with Foucault’s “power/ 
knowledge” and Derridas “deconstruction” as a 
post-modern genre for critical accounting re- 
search. 


for meaning embedded within it. Giddens’ 
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Abstract 


Accountancy is generally assumed to have a practical function. This function is that of guiding decisions 
within firms towards the end of economic efficiency. Even when this function is considered to have been 
lost, it is by reference to such a notion that calls for reform are made (Johnson, H. T. & Kaplan, R. S., 
Relevance Lost (Boston: Harvard Business School Press, 1987)). This paper questions the self-evidence of 
this category, arguing that the notion of acountancy’s practical function is the end point of complex 
processes of conceptual invention, rather than an a priori grounding. The paper argues that these processes 
are neglected in recent influential studies of accounting innovation, and examines how certain key 
concepts that enable accountancy’s practical function to be represented as unproblematic are “made up”. 
These processes of conceptual invention are argued to be an important and negiected aspect of accounting 
innovation. To illustrate this thesis the paper addresses one set of concepts formed during the 1930s in the 
U.S. that was of decisive importance in elaborating the notion of accountancy’s “practical” function. . 
Particular rhetorical devices drawn from political culture and articulated in the administrative literaturé of 

the period made it -possible for accountancy’s practical function to be represented as one clearly 
differentiated from political and moral objectives. Two aspects of “making accountancy practical” are 
identified: firstly “making up the corporation” as a democratic and contractual entity; secondly, “making up 
the individual” as a person endowed with the ability to make decisions and assume responsibility, and 


representing leadership as an essential executive function. 


In recent years managerial accounting has be- 
come the subject of a set of “worries” (Hop- 
wood, 1985a). Accounting systems have al- 
legedly come to frustrate rather than enable 
economic decision making in corporations 
(Johnson & Kaplan, 1987; Bruns & Kaplan, 
1987). Whereas they were perceived as playing 
a positive role in the strategic management of 
firms in the early decades of this century, more 
recently accounting systems have come to be 
seen as enmeshing executives within subopti- 
mal decision structures across a range of con- 
cerns, including capital investment, inventory 
management, product quality, factory layout and 
the control of overhead costs. The key to this 


change of role is held to be a “lag” in the adapta- 
tion of managerial accounting to the modern, 
computer integrated world of enterprise (Kap- 
lan, 1985). Worries such as these have led to an 
interest in the processes of innovation in ac- 
counting. Attempts to explain how new prac- 
tices of accountancy emerge in practice, what 
barriers obstruct the process, and how these 
might be dealt with are among the issues addres- 
sed. The intent is to “make accountancy practi- 
cal” once again, to speed up the recovery from 
accounting lag and to forestall its recurrence 
(Kaplan, 1985; Bruns & Kaplan, 1987). 

This interest in internal accounting change 
represents a particular way of addressing the in- 


*We are obliged to Chris Argyris, Richard Boland, Peter Booth, Anthony Hopwood, Ed Ketz, John Meyer and Larry Tomassini 
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fluences on accounting practice and the organi- 
zational consequences of accounting (Hop- 
wood, 1985a). It rests on a proposition that man- 
agement accounting appeared when economic 
exchange began to take place within business or- 
ganizations rather than in external markets 
(Johnson & Kaplan, 1987, p.19). Management 
accounting in this interpretation is not merely a 
passive or reactive component of organizational 
change, but is itself considered to have facili- 
tated the growth of large-scale firms (Johnson & 
Kaplan, 1987, p. 21). By focusing attention on 
the potential gains to be had from internal coor- 
dination of economic exchange, management 
accounting encouraged manager-entrepreneurs 
to increase the size of their firms (Johnson & 
Kaplan, 1987, p. 21). This concern with internal 
accounting change rests also on the argument 
that management accounting is not an autonom- 
ous activity within organizations, but is itself 
linked to and contributes toward organizational 
success (Johnson & Kaplan, 1987, p.63). The 
careful delineation of lines of authority and re- 
sponsibility in centralized organizations did not 
bring about the gains sought by owners of multi- 
activity firms all by themselves. Additional 
mechanisms were needed to ensure that the per- 
formance of one department was aligned with 
the goals of the owners for the firm as a whole. 
Congruence between the parts and the whole 
was not left to chance, but sought through ac- 
counting systems as well as other mechanisms. 
Amongst these other mechanisms were “cent- 
rally planned mathematical models, decen- 
tralized price systems, and culturally ingrained 
values” (Johnson & Kaplan, 1987, p. 63, em- 
phasis added ). 

This concern to locate accountancy as one of 
the multiple conditions of organizational suc- 
cess suggests there is a need to address a wide 
variety of issues if a full understanding of ac- 
counting innovation is to be achieved. Not only 
the mechanisms and techniques of accounting 
itself, but other managerial practices within 
firms as well as cultural factors more generally 
would be included in such a research agenda. 
But this broadly based agenda is not matched by 
the analyses carried out within its terms of refer- 
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ence (Bruns & Kaplan, 1987; Johnson & Kaplan, 
1987 ). This can be illustrated by considering the 
question of values. 

Firstly, if culturally ingrained values are a con- 
dition of organizational success, and if one is 
concerned to assess accounting’s contribution 
to that success, it is important to register that the 
abstract rationales and vocabularies of accoun- 
tancy are themselves a part of such values ( Bur- 
chell -et al, 1980; Burchell ef az, 1985; Hop- 
wood, 1984, 1988b, 1987; Miller & O'Leary, 
1987, 1989a; Thomas & Meyer, 1984). The con- 
cepts of decision, responsibility and authority 
appealed to so readily and self-evidently in the 
accounting literature are themselves cultural 
artefacts that have ahistory and were invented in 
very specific socio-cultural contexts (Meyer, 
1986; Meyer et al, 1987; Miller & O'Leary, 
1989a). The articulation of roles for accounting 
systems within firms depends in important part 
on an elaborate and culturally specific vocabul- 
ary for thinking about, talking about and repre- 
senting the aims and ends of accounting systems 
and managerial activities. Accounting is in- 
volved in much more than directly facilitating 
managerial decisions, indeed its capacity to fulfil 
such a role and the culturally specific ways in 
which it is constructed are themselves depen- 
dent on particular values and norms invented in 
specific contexts. 

Secondly, if the rationales and vocabularies of 
accountancy are themselves aspects of cultural 
values, the analysis of accounting innovation 
needs to extend beyond the internal world of en- 
terprises (Hopwood, 1987). Values do not re- 
spect organizational boundaries, but flow across 
and through them. However the analyses under- 
taken in the current field studies tradition 
largely assume that the principal research site is 
the internal world of the enterprise (Bruns & 
Kaplan, 1987). If analyses of accounting innova- 
tion are to take note of cultural influences, then 
it is important that they extend beyond the 
boundaries of the enterprise, and explore the 
terrains within which the core values of ac- 
counting are formed. 

Thirdly, and more generally, if cultural values 
are to be viewed as an important aspect of ac- 
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counting change and organizational success, 
then ways of representing and thinking about ac- 
counting systems should be viewed as much 
more problematic than is customary. Ways of 
representing accounting systems and manage- 
rial activities do not emerge effortlessly and im- 
mediately in response only to “practical” needs 
such as that for cost consciousness concerning 
inventories and customer credit (Johnson & 
Kaplan, 1987, p. 40). Rather, they are made pos- 
sible in important part by the complex and often 
fraught attempts to formulate ways of thinking 
about and representing the concerns in ques- 
tion. Notions of managerial authority and re- 
sponsibility were not devised overnight and in 
response only to concerns with organizing econ- 
omic exchange within enterprises (Miller & 
O'Leary, 1989a). Nor was cost consciousness, at 
least in the U.K. context, a direct response to the 
need to internally administer enterprises effi- 
ciently and effectively (Loft, 1986). Other pro- 
cesses and concerns external to enterprises in- 
tervene and affect the tempo of accounting inno- 
vation. The analysis of internal accounting 
change needs to take seriously the complex net- 
work of political and cultural debates within 
which accounting is enmeshed, rather than as- 
suming it away. 

“Making accountancy practical” is thus much 
more than a call to pull together in the name of 
practice. Proposals for making accountancy 
practical entail a very particular conception of 
the constituent elements of practice, the terrains 
upon which one might study innovations, and 
the ends to which these innovations contribute. 
For certain purposes intra-corporate models can 
be very fruitful. But they are seriously limiting 
and incomplete as a basis for explaining the cul- 
tural aspects of accounting innovation. To con- 
strue innovation as mainly an internal economic 
process is simply to leave out too much. To 
achieve a full picture of innovation we need to 
identify the ways in which diverse types of 
events — institutional, technical, political, moral 
— are linked together to provide the conditions 
which make certain types of innovation possible 
(Miller & Rose, 1988, 1990). We need in par- 
ticular to understand the processes of concep- 


tual invention that take place in specific and 
localized political cultures, and how these make 
it possible and sometimes necessary to install 
particular types of calculative mechanisms (Mil- 
ler & O’Leary, 1987, 1989a, 1989b). We need to 
explain how and why an accountancy that was 
once considered practical is no longer viewed in 
such terms, and to do so without recourse to the 
strained notion of “accounting lag”. And we need 
to ask what effects are produced when the com- 
petence and expertise of accountancy is rep- 
resented in a particular form. Only by addressing 
these often difficult but important issues can we 
appreciate the complex and multi-layered cul- 
tural aspects of accounting innovation. 

A large domain of what can be termed cultural 
analysis is opened up if accounting innovation is 
understood in these terms. Some important fea- 
tures of this domain have already been identified 
in the literature. Accounting’s involvement in 
the establishment of an economic language of 
organizational motive, and its implication in the 
construction of operational concepts of accoun- 
tability, responsibility and performance are sig- 
nificant aspects of accounting innovation (Hop- 
wood, 1985). If the analysis of innovation is 
broadened to include such issues, investments 
in organizational practices that sought to create 
a more disciplined and controllable work force 
and to foster a legitimacy for managerial 
authority and influence become a central part of 
the research agenda (Hopwood, 1985). The rise 
of an economic rhetoric of accounting (Hop- 
wood, 1988a, 1984; Zeff, 1978) indicates the 
changing nature of the discourse in which 
specific accounting reforms are embedded, 
highlighting how abstract notions of the roles 
and potential of accounting are implicated in the 
practical processes of accounting change. 

Accounting innovation understood in these 
terms is thus not only a matter of the internal 
processes through which organizations seek to 
enact new systems and tasks. Accounting inno- 
vation includes the wider external authority and 
validity of the knowledge claims upon which it 
draws. Accounting practice is not only aligned 
with the perceived requirements of a task, but 
with the requirements of a modern rational soc- 
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iety (Hopwood, 1988a; Meyer, 1986; Thomas & 
Meyer, 1984). The roles of accounting are exter- 
nally as well as internally constructed, and they 
are sometimes only weakly linked to the detailed 
functioning of accounting practice. The positive 
roles accounting is called upon to play within 
particular organizational contexts are in many 
cases defined prior to and independently of the 
practical tasks they are to address (Hopwood, 
1987). Abstract networks of ideas, categories 
and theories are appealed to in attempts to de- 
fine and direct accounting’s “practical” func- 
tions. Accounting draws upon the adjacent yet 
separate disciplines of administrative science, 
economics and psychology in setting out and de- 
fining its roles within organizations. Thus the 
concepts of management and the manager were 
actively constructed in a parteil way in a par- 
ticular sociocultural context, and in relation to 
concerns and problems that went considerably 
beyond the internal world of the corporation 
_ (Hopwood, 1987). 

Much has already been accomplished by those 
seeking to understand accounting change by re- 
ference to extra-corporate as well as intra-cor- 
porate factors. But “the history of the develop- 
ment of an accounting discourse remains to be 
written” (Hopwood, 1988a, p. 5). Indeed one 
can talk here of a multiplicity of possible his- 
tories of accounting innovation (Armstrong, 
1987; Cooper et al., 1988; Hoskin & Macve, 
1986, 1988; Lehman & Tinker, 1987; Miller, 
1986; Puxty et al., 1987; Rea & Cooper, 1989; 
Robson, 1988). One direction for such research 
would be to focus on the very specific linkages 
between individual instances of accounting in- 
novation and the rationales to which they were 
linked and through which they were articulated. 
Thus one can study the ways in which rationales 
for accounting practice came to be articulated 
and changed in relation to legal requirements for 
audit, the regulatory and revenue raising ac- 
tivities of the State, legal monopolies granted to 
specific groups of economic calculators and the 

‘financial reporting of the corporate sector (Hop- 
wood, 1988a). One can attend to the ways in 
which conceptions of depreciation or inflation 
accounting came to be brought to bear on ac- 
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counting practice. The concern here would be 
with the conceptual conditions that made possi- 
ble and furthered the advance of such proposals. 
One can explore how the fine details of produc- 
tion processes come to be related to more 
abstract aims for the organization as a whole, the 
resultant changes being the outcome of a com- 
plex interplay between rhetoric and the specific 
problems to be addressed (Hopwood, 1987). 
And one can analyse a particular accounting 
event, such as the sudden upsurge of interest in 
value added in the late 1970s in the U.K. in terms 
of the disparate arenas within which value added 
became a focus of concern (Burchell et al. 
1985). 

The aim of this paper is to extend and develop 
these concerns by examining the broader 
rationales that made it possible to represent the 
corporation as a space administrable according 
to certain principles. We are particularly in- 
terested in the ways in which a set of loosely as- 
sociated concepts of the enterprise, formulated 
in the political and administrative debates of a 
particular period, made it possible to represent 
accountancy’s role within enterprise in certain 
terms. We are concerned with the processes of 
conceptual invention that took place within 
these contexts, and that provided a resource that 
could be drawn upon in calls for “making ac- 
countancy practical.” . 

Three themes characterize the analysis in this 
paper of the processes involved in “making ac- 
countancy practical”. Firstly, making accoun- 
tancy practical entails “making up the corpora- 
tion”, and in a very specific manner. Accounting 
innovation cannot be fully understood as a cul- 
tural process without reference to particular 
ways of thinking about, understanding, concep- 
tualizing and knowing the corporation as a gov- 
ernable and administrable entity (Miller & 
O'Leary, 1989a; Miller & Rose, 1988, 1990). “In- 
novation” is not simply a matter of practical 
people doing things. Innovation requires a com- 
plex of terms, vocabularies and images which 
enable different forms of accounting practices to 
be understood as, and to occupy their role qua 
innovation. Innovation depends in important 
part on the formation of new ways of thinking 
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about the processes in question, new voc- 
abularies for understanding the roles of accoun- 
tancy, new rhetorical forms for representing the 
significances of particular calculative routines 
(McCloskey, 1985; Miller & Rose, 1988). Once 
invented, such forms of representation provide 
highly general models from which organizations 
can derive their identity and structure, and to 
which appeals can be made by the proponents of 
“innovation” (Meyer et ač., 1987). Representing 
and intervening thus go together (Hacking, 
1983). In the accounting literature little atten- 
tion has been paid to these preconditions of in- 
novation (Arrington & Francis, 1989; Hopwood, 
1987; Miller & O'Leary, 1989b; Thompson, 
1988 ). For economics, Williamson (1985, pp. 5— 
7) addresses the matter cursorily, concluding 
that concepts emerge from the brilliance of indi- 
vidual authors who provide us with ways of se- 
eing the nature of things clearly. We argue that 
this misses an important aspect of the processes 
of innovation, that we need to examine the con- 
cepts through which executives, accountants, 
politicians and academics “make up” the enter- 
prise, that we need to understand how these dif- 
ferent groups represent the enterprise in ways 
intelligible to each other, and in ways that ren- 
der “innovations” congruent with the problems 
they seek to address. 

Secondly, making accountancy practical in- 
volves “making up people” (Hacking, 1986). In- 
dividuals, we are told, are contractors, decision 
makers and responsible actors. Accounting sys- 
tems operate through the mechanism of “human 
nature as we know it” (Knight, 1965, p. 270). Ac- 
counting systems have enabled individuals to 
create and fulfil complex contractual relations, 
decide rationally (johnson & Kaplan, 1987; 
Simon, 1958; Williamson, 1985) and be held re- 
sponsible for their economic obligations. Ac- 
counting systems are practical in that they 
merely serve these self-evidently important di- 
mensions of individual and collective well being. 
But individuals did not walk into these roles 
“ready made”. The capacities of contracting, 
choosing and assuming responsibility are attri- 
butes of individuals that were literally “made 
up”. Such individuals have not always populated 


the enterprise. The individual conceived in 
these terms is an “institutional myth”, one that 
has developed out of particular theories of econ- 
omic, political and cultural action (Meyer et al. 
1987). The attributes of individuals are the end 
product of definite belief systems and tech- 
niques. Sociological, anthropological and histor- 
ical studies have demonstrated that the produc- 
tion of individual attributes has been the object- 
ive of programmatic and codified systems of 
ethics and mannners (Douglas, 1987; Elias, 
1978; Hirst & Woolley, 1982; Miller, 1987; Oes- 
treich, 1982; Rose, 1989; Sennett, 1976). The 
emotional and subjective capacities of individu- 
als have a sociology and a history, and cannot be 
appealed to as absolute and invariant founda- 
tions for accountancy systems and organiza- 
tional forms. 

“Making up people” in this particular form 
helps to articulate a crucial role for accountancy 
within the firm. At the core of modern manage- 
rial accountancy is the proposition that it exists 
to make people’s behaviour within the enter- 
prise more rational and responsible. Without the 
essential supports which accounting offers, ac- 
cording to emergent case studies of accounting 
in action (Bruns & Kaplan, 1987), individuals 
are misled in critical decisions. They fail, for in- 
stance, to perceive the centrality of product 
quality to competitive advantage in many indus- 
tries, the true costs of products, the inherently 
costly nature of inventory holdings, or the sig- 
nificance of overhead cost management to 
strategy attainment (Kaplan, 1985; Cooper & 


_ Kaplan, 1987; Johnson, 1987; Patell, 1987). At 


the core of modern managerial accountancy is a 
further proposition: that the aim of accountancy 
systems is to make individuals responsible for 
the economic consequences of their actions and 
decisions, even though the joint, interactive 
nature of many organizational actions makes this 
a difficult endeavour. While the point is rarely 
made explicit within the accounting literature, 
an important implicit assumption is that indi- 
vidual and collective well being will result from 
accounting systems economizing upon rational- 
ity and responsibility in collective affairs, pro- 
ducing as much of these goods as is warranted by 
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the costs of doing so. “Making up” individuals in 
this particular way thus creates a space for ac- 
counting to fil Accounting systems come to 
take charge of those frail individuals “made up” 
as lacking in rationality and responsibility. 

. Thirdly, we argue that “making accountancy 
practical” takes: place in specific and localized 
political cultures. These cultures give rise to dis- 
tinctive and variable ways of representing the 
corporation and the roles of accountancy within 
it (Miller & O'Leary, 1989a, 1989b). We argue 
that the techniques, vocabularies and language 
of accountancy are invented in relation to a par- 
ticular complex of political, social and moral 
concerns (Hopwood, 1986). Shared voc- 
abularies and rationales enable relays and link- 
ages to be established between groups such as 
managers, academics and politicians who are 
otherwise formally independent. The specific 
ways in which the roles of accountancy come to 
be represented can be fully understood only by 
reference to. the alignment they seek to bring 
about with prevailing cultural values, social ex- 
pectations and political concerns. The particular 
issue that concerns us here is how a distinctive 
competence has been attributed to accounting 
systems within firms: the ability to correct the 
rational and ethical defects of the poem. Rather 
like the courts or the educational system, it is 
claimed that accounting is able to produce indi- 
viduals as responsible and rational social actors. 
Accounting systems and managerial hierarchies 
more generally enable enterprises to “outper- 
form” other social institutions such as the law, 
the moral code and the market (Coase, 1937; 
Williamson, 1981, 1985). Within responsibility 
centres, accounting systems support the deci- 
sion making of individuals, and make it possible 
to monitor their performance to exact responsi- 
bility. The concern of this paper is with how the 
categories of responsibility and decision-making 
that are so central to accountancy were “made 
up” in a particular cultural context. 

We address these three themes concerning 
the practical roles of accounting systems in two 
stages. In the first section of the paper we de- 
monstrate that accounting systems have not al- 
ways been practical instruments of economic 
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action. The nature of enterprise, and of account- 
ing systems and hierarchies within it, has been 
deeply contested in history. We examine the 
fundamental challenges directed at corporate 
concentration in the depression years of the 
1930s in the United States. And we show how a 
particular set of concepts addressing such con- 
cerns were elaborated during these years out of 
social debate and political argument. These con- 
cepts sought to “make up” the firm as a “democ- 
ratic organization”, an essential component of a 
democratic polity rather than its antithesis. We 
argue that it was within this particular way of 
representing the firm that the practical econ- 
omic role of accountancy systems was given the 
status of obviousness and simple truth. In the 
next section of the paper we examine how the 
literature of administration which has been so 
influential for contemporary accountancy sets in 
place an image of the individual as often incapa- 
bie of rational and responsible action, and an 
image of leadership as an essential function. 
These conceptions of the individual were in- 
vented in a particular body of administrative lit- 
erature. The conceptual couplet of a rationality 
deemed to be bounded and a responsibility to be 
installed is held to be central to a particular way 
of “making up” the democratic individual in the 
administrative literature of the 1930s. The no- 
tion of leadership as a particular capacity of indi- 
viduals and as an indispensable aspect of suc- 
cessful organizations is a further aspect of “mak- 
ing up” the individual in this period. Through the 
notion of leadership an indispensable social role 
was articulated for the executives of large corpo- 
rations. 


MAKING UP THE DEMOCRATIC 
ORGANIZATION 


From both the White House and the academy, 
during the 1930s critiques were voiced which 
identified the large-scale corporation as the very 
antithesis of American democratic principles. 
The object of these critiques was the modern 
corporation that in the previous decade had 
been the site for the development of the most 
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significant of today’s accounting systems and 
practices (Kaplan, 1985; Kaplan & Johnson, 
1987). Yet in the 1930s, only a decade after 
these innovations, the entity that they helped to 
control- was seen to be associated with quite the 
opposite of economic advance. Systems and 
hierarchies, it was argued, could in no sense be 
viewed as practica! instruments for social or 
economic advance. Rather, they were held to be 
deeply implicated in the subversion of the 
democratic state itself. In the 1930s managerial 
expertise and accounting systems did not oc- 
cupy the neutral role accorded them today, but 
were profoundly embedded in political debate. 

It is with ways of representing the corpora- 
tion, ways of “making up” its characteristics and 
attributes, that we are concerned in this section 
of the paper. We begin by outlining the critiques 
that were directed at the large corporation dur- 
ing the 1930s in political and academic debate. 
We then examine a number of “responses” to 
these critiques. These include the responses of 
business leaders, accountants and the academy 
more generally. Particular importance is ac- 
corded to the “response” provided in the writ- 
ings of Chester Barnard. These formulate a con- 
ception of the enterprise that has had lasting in- 
fluence on ways of thinking about and represent- 
ing the nature of managerial authority. This par- 
ticular way of “making up the corporation” de- 
fines it as a pre-political space, one within which 
the technical expertise of accountancy can be 
called upon and deployed. This way of repre- 
senting the corporation is held to be an import- 
ant aspect of the cultural processes of account- 
ing innovation. Whilst accounting innovation of 
course depends upon the creation of new cal- 
culative and inscription devices such as Return 
on Investment or Discounted Cash Flow tech- 
niques, if innovation is in part a cultural process 
then a decisive moment is that when such cal- 
culative practices can be linked to abstract pro- 
grammes for governing the enterprise. “Making 
up the corporation” as an entity whose rational 
administration is understood as a key aspect of a 
democratic society is held to be an important as- 
pect of the cultural elaboration of roles for ac- 
countancy. 
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During the 1930s a parallel was drawn in polit- 
ical argument between corporate concentration 
at home and fascism abroad. The authority exer- 
cised by the few who headed America’s largest 
corporations was said to equal in its autocratic 
implications the political fascism emergent in 
several European nations, The equivalence was 
suggested by Franklin Roosevelt in an address to 
Congress in 1938. “Among us today a concentra- 
tion of private power without equal in history is 
growing” (Roosevelt, 1941, pp. 305—6). The ex- 
tent of this concentration of private power could 
be demonstrated, Roosevelt argued, by means of 
detailed statistics on asset and earning concen- 
trations within American corporations. But it 
was the wider significance of the statistics that 
counted. This could be understood by reference 
to “unhappy events in Europe”. These, Roosevelt 
claimed, should remind Americans of two sim- 
ple truths about the liberty of a democratic 
people. Firstly, this liberty cannot survive an ex- 
pansion of private power if that power exceeds 
that of the democratic state itself, for that “in its 
essence is Fascism” (Roosevelt, 1941, pp. 305— 
6). Corporate concentration was a pressing 
example of such an expansion of private power. 
Secondly, liberty is jeopardized when an en- 
trenched business system fails to produce and 
distribute goods and income with equity and in 
adequate amount. The Depression was a power- 
ful indictment of corporate America on both 
these counts. 

Autocratic authority in large corporations was 
a central theme too in Berle & Means’s The Mod- 
ern Corporation and Private Property (1932). 
The joint effect of resource concentration and 
dispersion in stock ownership had been to 
create a new social category — that of “econ- 
omic autocrats”. These were the groups of 
executives and minority stockholders in control 
of resource allocation in America’s largest cor- 
porations (Berle & Means, 1932, pp. 124-5). 
The rise to power of this group had severed the 
traditional economic and legal bonds which at- 
tached capitalism to a democratic social order. 
Protection of private property was no longer the 
driving principle of economic and social well 
being for the average American. Large tracts of 
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the nation’s resources were no longer within the 
active direction of the average American. Con- 
trol of these resources had been abdicated to the 
economic autocrats in a handful of large corpo- 
rations. To reconnect economic activities with 
democratic principles and mechanisms, enter- 
prise would have to be transformed into a social 
institution. This.should involve the instatement 
of a “purely neutral technocracy” (Berle & 
Means, 1932, p..356) within enterprise to allo- 
cate its product across all participants according 
to equitable principles framed by public policy. 
This would allow the corporation to be addres- 
sed “not in terms of business enterprise but in 
terms of social organization” (Berle & Means, 
1932, p. 352). 

These critiques of Roosevelt and Berle & 
Means were not isolated outbursts. Even if his 
policies did not always match the acerbity of his 
words, an open hostility toward big enterprise 
and concentrated corporate power was a central 
plank in Roosevelt's addresses in the campaign 
of 1936. This was the election which secured his 
return to power by an unprecedented margin 
(Schlesinger, 1960, pp. 502—5, 643-4). This 
powerful association of the large corporation 
with the impassioned terms of fascism and au- 
tocracy “made up” the enterprise in a very par- 
ticular form. The internal organization of the 
large corporation could in no sense be under- 
stood as self-evidently the practical outworking 
of economic efficiency. Rather, it was firmly 
linked with anti-democratic political connota- 
tions. 

These critiques of the large corporation 
brought a number of different “responses”. The 
riposte from prominent leaders of the nation’s 
largest corporations was as sharp as the critique 
itself. The President’s policies were themselves 
declared the antithesis of the American way of 
life, and the Liberty League advanced as a means 
of its protection (Schlesinger, 1960, pp. 515— 
23). For many, the events of 1938 in Europe pro- 
vided text for a further assault on Roosevelt’s 
policies and on his allegedly dark ambitions. It 
was these, the argument ran, that constituted the 
real seeds of fascism within the nation 


(Leuchtenburg, 1963, pp. 275—98). But such ar- 
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guments. did not sever the corporation from 
politics. Rather, they served to further link con- 
ceptions of the internal organization of the large 
corporation to major political issues of the time. 
A different “response” established linkages be- 
tween the arguments of Berle & Means (1932) 
and those of Littleton (1933, 1934 and Scott 
(1931, 1939). As already noted, Berle & Means 
argued that to bring the large scale corporation 
back within the hold of democratic institutions 
required the instatement of a neutral technoc- 
racy of. management (Berle & Means, 1932). 
Public policy and the interests of all enterprise 
stakeholders, rather than solely the pursuit of 
private gain, should shape managerial policies 
and actions. Attaining such a result, A. C. Little- 
ton argued in a series of papers in the Account- 
ing Review, created a pivotal role for accoun- 
tancy. Littleton envisaged an evolutionary pro- 
cess in which accountancy would be an essential 
element in the refashioning of American institu- 
tions to meet the demands of democracy in a 
technological world. Littleton (1934, p. 70) ag- 
reed with Walter Lippmann that a great corpora- 
tion is in its essence a social institution and 
should evolve accordingly. Its capital being pub- 
licly subscribed, its financial management was in 
the nature of a public trust. Identifying three 
evolutionary phases in the long sweep ofhistory, 
Littleton characterized these in terms of their re- 
lationships to American democratic ideals. Ex- 
pressing concern with the New Deal regulatory 
initiatives because of their perceived problema- 
tic relationship to American political ideals, Lit- 
tleton proposed an “associational” path for de- 
velopment. The organizing of business self- 
government in the social interest, and no longer 
that of an “excessive” and “unsocial” indi- 
vidualism, would involve “the relinquishment of 
direct control over business by bureaus or indi- 
viduals connected with political government, 
and in its place the organization by business — 
capital and labor together — of its own organs of 
self government” (Littleton, 1934, p. 71). 
Government would participate in this associa- 
tional order “to join the voice of the general pub- 
lic with capital and labor, but without thought of 
dominating” (Littleton, 1934, p.-71). Following 
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Schluter’s Economic Cycles and Crises (1933), 
Littleton envisaged a full “socialization” of ac- 
counts in which records would be fully open to 
the associative parties in enterprise. Large cor- 
porations would thus be made “democratic”, 
thereby eliminating excessive greed and indi- 
vidualism at their apex. 

There were other cultural responses during 
the 1930s that sought to create a role for ac- 
counting in counteracting the alleged irrespon- 
sibility of management and the large corpora- 
tion. One of these articulated a significance for 
concepts of capital and income in terms of the 
contradictory demands that regulatory agencies 
and the courts were likely to impose upon the 
accounting profession (May, 1936, pp. 149— 
368). Conceptual and theoretical clarification in 
this field was depicted as a matter of public 
policy (Howard, 1937, p.2). The abstract mean- 
ings and the necessary operational characteris- 
tics of capital and income were thus linked to the 
experience of economic depression (Paton, 
1932; Littleton, 1934, 1936, 1937). 

Within the academy more generally such con- 
cerns with the abilities of managerial expertise 
were prominent also. But here the Depression 
seemed to confirm the utter inadequacy of all 
knowledge of the managerial process. The possi- 
bility of professions of management and control 
was called into question. The profound ignor- 
ance expressed on the crucial issue of how to un- 
derstand the internal space of enterprise was de- 
cisive here. Dean Wallace Donham of Harvard 
Business School noted that effective responsibil- 
ity for the economy had passed “from capital to 
a new managing class,.the executive heads of 
great corporations and firms.” This group was 
now in control of “powerful social institutions”, 
yet they lacked the basic knowledge to fulfil 
their trust (Donham, 1932, p. 420). As Donham’s 
colleague Elton Mayo put it, there was “no uni- 
versity in civilization” (1933, p. 177) which 
knew how to train the administrator needed to 
function in an industrialized and urban social 
setting. 

However there was a further “response” to 
these critiques of the large corporation which 
was altogether more long-lasting and influential 
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This was one that set out in highly abstract terms 
a programme for governing the enterprise as a 
democratic and pre-political terrain. If the 
critiques by business leaders and some represen- 
tatives of the academy only further embedded 
the corporation in politics, the representation of 
the enterprise provided by Chester Barnard was 
both novel and of profound and lasting influence 
(Perrow, 1986, p. 63). Through its formulations 
of decision process, leadership, bounded ration- 
ality and informal organization, Barnard’s key 
work The Functions of the Executive (1938) 
provided a framework within which the govern- 
ment of the enterprise could be thought of as a 
“democratic” process. Extended and developed 
by the contributions of Simon (1961) and many 
others, this text had a major impact on those dis- 
ciplines — information and control systems, ac- 
countancy, management, organization theory 
and political science —- whose principal con- 
cern has become the engineering of socially sig- 
nificant decision processes to mitigate human 
frailties (March, 1978). 

Barnard’s contribution was to “make up” the 
enterprise as a democratic organization, an es- 
sential component of a democratic polity. 
Through a particular conception of authority, 
Barnard invented a way of thinking about the 
large scale corporation as a socially constructive 
entity. Barnard was blunt and unequivocal on 
the issue of authority. A serious error of thinking 
should be dispensed with, he noted at the outset 
of his book. It concerns the origin and nature of 
authority, and specifically the thought that 
authority comes from above, from the king, the 
state or God. This thought is a “fiction” (Barnard, 
1938, p. 17), Barnard declared. The correct view 
of authority is “so contrary to the view widely 
held by informed persons” and so opposed to 
common experience that it may prove difficult 
to instate. But if only it could be established, the 
result would be to “deeply affect an appropriate 
understanding of organization and especially of 
the character of the executive functions” (Bar- 
nard, 1938, pp. 163, 164). The correct view ac- 
cording to Barnard is that authority always 
comes from below. Authority does not inhere in 
“persons of authority” or in those who issue or- 
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ders. The decision as to whether an order has 
authority or not lies with the persons to whom it 
is addressed (Barnard, 1938, p. 163). 
_ Managerial authority in this view is contrac- 
tual and democratic. Authority always comes 
_ from below, even in the harshest of situations. At 
the limit, individuals can afways refuse authority 
by choosing death. Through history a countless 
number had done so (Barnard, 1938, pp. 183— 
4). However Barnard’s concern was not primar- 
ily with such extreme cases, but with the flout- 
ing of authority in the America of his times. He 
_ was astonished at how orders were generally dis- 
obeyed in all forms of organization. There were 
rules and laws “which no one dares to bury but 
which are not obeyed” and conversely, practices 
and institutions for which no authoritative jus- 
tification existed (Barnard, 1938, p. 163). The 
concerns of those such as Roosevelt and Berle & 
Means were wide of the mark. A proper under- 
standing of authority would explain not the pre- 
sence of excessive authority in the large corpo- 
ration, but its disturbing absence. 

-The rhetorical shift brought about by this 
“democratic” view of managerial authority was 
decisive. It made it possible to think of the need 
for effective authority in the large organization 
as equivalent to that which existed in all “formal 
organizations”. For Barnard this was a very broad 
category of entities, timelessly necessary to 
human existence. Formal organizations were 
knots of individuals to which conscious purpose 
in collaboration could be ascribed (Barnard, 
1938, p. 4). Instances were “governments, ... 
churches, universities, labour units, industrial 
corporations, symphony orchestras, football 
teams”, as well as “political parties, fraternal as- 
sociations, ... armies, ... schools, families” ( Bar- 
nard, 1938, p. 65). The collapse of formal organi- 
zations through failure or rejection of authority 
was a characteristic fact of human history. Only 
the Roman Catholic Church, a few nations, uni- 
versities and municipalities could claim any sub- 
stantive age in western civilization (Barnard, 
1938, p. 5). In the general case, only briefly and 
tenuously did authority persuade individuals to 
submit to the rigours of collective endeavour. 
Nowhere, Barnard thought, was this more evi- 
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dent than “in the unrest of the present day”, the 
overwhelming “evidences of world disorganiza- 
tion both political and economic” which re- 
flected themselves most distressingly in the 
“moral disintegration of living men and women” 
(Barnard, 1938, pp. 1, 294—5). 

“Making up” the enterprise in this particular 
way has had profound effects. Critics who argue 
that Barnard reassigned the enterprise to a gen- 
eral, abstract category of formal organizations 
(Copeland, 1940) miss the significance of the re- 
definition that he brought about. By declaring 
the enterprise to be a formal organization, Bar- 
nard supplanted the arguments of Roosevelt and 
of Berle & Means. Barnard’s text invented a new 
register within which to inscribe the enterprise. 
The meaning of the enterprise, ways of reason- 
ing, thinking about and representing its exis- 
tence and internal processes could now be un- 
derstood in quite different terms. Within this re- 
gister the enterprise did not stand out as a dis- 
tinct and troublesome “modern corporation” of 
vast scale, an emergent form of economic autoc- 
racy. Rather, the firm could be spoken of as one 
genus of a species of formal organization that 
was everywhere endangered. The arguments of 
Roosevelt and Berle & Means could thus be seen 
as wholly misguided. The issue was not how to 
curb authority in existing corporations. A series 
of new and very different questions presented 
themselves: how to make authority more exten- 
sive and more effective across formal organiza- 
tions; how to protect existing corporations from 
the apparently general process of decay arising 
from the declining acceptance of necessary 
authority; and how to add to the nation’s and 
world’s stock of organizations. Only in addres- 
sing such questions could the moral disintegra- 
tion of men and women be reversed. 

These abstract concerns with extending 
authority and making it more effective within 
large corporations were complemented by the 
development of novel accounting practices that 
helped to give effect to such aspirations. Indeed 
in certain instances these “practical” innovations 
preceded those that took place at the cultural 
level. The development of these new accounting 
systems can be viewed as a response to an im- 
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mediately “practical” problem: the likely indif- 
ference of the new breed of professional mana- 
gers to the goals of owners (Johnson & Kaplan, 
1987, p. 94). In this interpretation the success of 
the multidivision organizational form is due in 
large part to the abilities of the management ac- 
counting system to provide an internal quasi- 
capital market to monitor and discipline top 
managers of vertically integrated organizations 
(Johnson & Kaplan, 1987, p. 99). The dire 
prophecies of Berle & Means, according to this 
view, were averted. This was achieved in import- 
ant part by the ability of management account- 
ing systems to stimulate in the multidivisional 
firm a market for professional general managers 
that was more or less non-existent before the 
1920s. The management accounting system of 
the miultidivisional firm, in providing a 
mechanism for evaluating general: managers and 
for channeling their self-interest toward the 
owners’ interest in profits, is thus held to have 
been a central factor in the success of responses 
to the political critiques of the large corporation 
(Johnson & Kaplan, 1987, p. 99). 


Doubtless the introduction of strong incen- 


tives for managers to seek profit-oriented goals, 
the use of increasingly discriminating internal 
audits for linking performance to probable 
causes, and the application of monitoring and 
measuring procedures tor helping to allocate 
cash flows to high-yield uses provided an elabor- 
ate calculative machinery within which the new 
professional manager could be enrolled. But 
these “practical” aspects of accounting systems 
themselves need to be understood in cultural 
terms, by reference to their common contribu- 
tion'to an extension and redefinition of manage- 
rial authority. The professional managers that 
were to populate managerial hierarchies from 
the 1920s onwards were henceforth to be sub- 
ject to and in turn to exercise an authority that 
was understood as legitimate and democratic. 
Whilst the “practical” development of new ac- 
counting measures is of course an important as- 
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pect of innovation, such technical innovations 
need to be understood also in terms of the roles 
that they come to be accorded by the rationales 
and vocabularies that endow them with signifi- 
cances and legitimacy.’ Viewed in such cultural 
terms, Return on Investment was an ideal tech- 
nique in that it provided a mechanism for instal- 
ling and extending authority within large corpo- 
rations in a manner that was “pre-political”. Con- 
trols that might previously have been seen as ar- 
bitrary or political could henceforth be under- 
stood as neutral and technical. The power of au- 
tocratic managers could be represented as hav- 
ing been supplanted by those with expertise in 
the technical (Hopwood, 1988b). The manage- 
ment of the large corporation could be sepa- 
rated from the domain of politics at the level of 
practice and at the level of ideas. The administra- 
tion of the large corporation could thus be 
enacted in a manner congruent with the democ- 
ratic ideals of American society. 


MAKING UP THE RATIONAL AND RESPONSI- 
BLE INDIVIDUAL 


“Making accountancy practical” does not only 
require ways of thinking about the corporation 
as a whole. Making accountancy practical also 
entails appeals to a certain conception of the 
capacities and attributes of individuals. The indi- 
vidual viewed as a decision-maker or as one who 
can be held responsible has literally to be “made 
up.” Of course these processes of making up the 
individual include the calculative mechanisms 
that assist the decision-making of individuals and 
allow responsibility to'be exacted frequently 
and in detail. But again it needs to be emphasised 
that an elaborate process of conceptual inven- 
tion endows such practices with significance 
and legitimacy. The practices and the rationales 
of decision-making and responsibility were not 
invented simultaneously in the inter-war years, 
but it was as an influential ensemble that they 
came to function in the postwar years (Vatter, 


' The notion of an “accounting constellation” (Burchell et al., 1985) and “accounting complex (Miller, 1986) deals with the 
linkages between the abstract aims of accounting systems and the ways in which they are represented. Cf. also Miller (1989) 
and Miller & Rose (1988) on the distinction between rationalitics and technologies as a way of addressing these issues. 
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1950; Horngren, 1962; Shillinglaw, 1961). The 
concern of this section of the paper is firstly with 
the distinctive conception of the individual that 
was constructed in the America of the 1930s. 
This centres on the twin concepts ofa rationality 
that was bounded and limited, and a responsibil- 
ity to be installed. It was this historically specific 
conception of the responsible decision-making 
individual that would be appealed to in the ac- 
counting literature with such self-evidence in 
the period following World War IL Secondly, the 
notion of leadership and the view that execu- 
tives play an essential leadership role in organi- 
zations is examined as a further important and 
related conceptual invention of the 1930s. 

The responsible, decision-making individual 
has not always existed and did not emerge au- 
tomatically. Such a conception of the individual 
was constructed out of a particular understand- 
ing of the meaning of the Depression. In an inf- 
luential body of social thought, the Depression 
was not viewed at root as an economic affair. Its’ 
economic face was considered to be but a 
symptom of a deeper malaise within the frame- 
work of America and of all the world’s indus- 
trialized nations. The problem was held to be in- 
stitutional, reflecting an inadequate response of 
customs, values and social disciplines to the 
rapid pace of technological advance. The econ- 
omic disturbance of the Depression, historian 
Carl Becker (1936, p. 91) wrote, “that so aggra- 
vates passions and darkens counsel appears to be 
the surface symptom of a more profound social 
dislocation”. The acquisition of new technologi- 
cal “implements of power” had outrun the ad- 
justment of habits and ideas. 

A phrase coined by sociologist W F. Ogburn 
summed up the problem for social theorists of 
the 1930s: “cultural lag” (Susman, 1984, p. 156). 
A new “culture” was needed within which to 
frame the life of the individual (Susman, 1984, 
pp. 150-83). In 1930 John. Dewey (1981), p. 
609) proposed a distinction between the na- 
tion’s material and moral cultures. The former 
was “verging upon the collective and corporate” 
while the latter remained “saturated with ideals 
and values of an individualism derived from the 
prescientific and pretechnological age”. A new 
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culture of individualism was required, he 
argued, not shackled to “medieval religion” and 
the “feudal period” but rooted firmly in the real- 
ity of a technological order (Dewey, 1981, pp. 
609-20). 

The notion of cultural lag was tied to the con- 
cern to promote a new culture of individualism. 
The implications of an outmoded individualism 
for business were addressed in the 1930s 
through the writings of Wallace Donham and 
Elton Mayo of Harvard Business School. Donham 
and Mayo concluded that cultural lag meant an 
inadequate network of social disciplines to en- 
velop the lives of individuals. In preindustrial 
society, individuals had been bounded in loyalty 
to family, community, church and craft by 
“(strong] social routines, institutions, habits, 
traditions and customs.” These alone had been 
substituted for “brute force” to “keep men’s 
emotions within bounds, integrate society, and 
ward off chaos” (Donham, 1936, p. 263). Within 
the social framework thus established, the exer- 
cise of a limited but socially responsible indi- 
vidualism had been possible. But America in the 
1930s no longer possessed the mechanisms of 
social discipline in adequate degree. They had 
been weakened by a century of industrialization 
and urbanization, compounded by immigration 
(Donham, 1936, pp. 262—3). Social life had lost 
that element of predictability necessary for busi- 
ness confidence and investment, political 
leadership and economic theorizing. Effective 
leadership could be restored only by substitute 
social disciplines, to “create something like so- 
cial and economic order in a nation rapidly be- 
coming more rather than less disintegrate” 
(Donham, 1932, p. 429). 

The destruction of traditional social discip- 
lines had profound implications for the indi- 
vidual, it was argued. As the disciplines crum- 
bled, so did the desire and capacity of individuals 
to engage in the collaborations necessary to indi- 
vidual and social survival. Governments 
throughout the industrialized world, whether 
“democratic, Fascist, or Bolshevik” in ideology, 
faced a common peril in the destruction of such 


civilizing mechanisms (Mayo, 1933, pp. 138— 


79). Here was the root cause of that massive dis- 
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affection with authority noted in Barnard. Indi- 
viduals succumbed to the combination depicted 
by Emile Durkheim as anomie, no longer finding 
in work or even family 2 sense of its meaning or 
function for personal and community welfare. 
Systematized factories and city life had sought ef- 
ficiency at the cost of the “relative annihilation 
[of] the cultural traditions of work and 
craftsmanship”. The high mobility of labour, 
coupled with ethnic and racial diversity in 
America, had “seriously damaged the traditional 
routine of intimate and family life” (Mayo, 1933, 
p. 159). The ultimate consequence, Mayo 
warned, could be the disintegration of the polit- 
ical state itself, whose existence presupposes 
“the desire and capacitv of individuals to work 
together” (Mayo, 1933, p. 160). 

The notion of the “democratic individual” 
constructed out of these strands of social 
thought was the distinctly modern individual of 
bounded rationality and flawed responsibility. 
The rationality of the democratic individual was 
seen to be severely limited, by virtue of the small 
number of individuals who could act in accor- 
dance with its dictates, and by virtue of the effect 
of the traditional social disciplines which 
hitherto had served to direct and regulate the 
lives of individuals. Only a minority of people, 
Mayo contended, possessed the necessary intel- 
lectual capacity “to develop intelligent and inde- 
pendent judgment over the whole system of in- 
dividual living”. Even these, because life is busy, 
“are compelled to accept the judgment of soci- 
ety in most matters”. Rationality was but a “thin 
veneer” upon “the crossgrained and knotty 
foundation of human emotions” (Donham, 
1936, p. 263). The traditional social disciplines 
provided a “nonlogic of social codes” which 
forced people to act without independent 
thought (Mayo, 1933, p. 150). As these discip- 
lines crumbled, individual minds were called 
upon to choose rationally where they could not. 
The consequence was a lack of predictability in 
social affairs and an upsurge in baffling, irrational 
individual behaviour. “The chief difficulty of our 
time”, Mayo wrote, “is the breakdown of the so- 
cial codes that formerly disciplined us to effec- 
tive working together” (Mayo, 1933, p. 180). 
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This novel way of thinking about and under- 
standing the capacities of individuals was 
formed during the Depression period. The pos- 
sibilities for personhood were changed, “new 
ways for people to be” were created (Hacking, 
1986, p. 223). The historically specific indi- 
vidual of bounded rationality emerged to inhabit 
the enterprise. But if rationality was at stake in 
the breakdown of social disciplines, so too was 
responsibility. Responsibility, Barnard noted 
carefully, is “the power of a particular private 
code of morals to control the conduct of the in- 
dividual in the presence of strong contrary de- 
sires or impulses” (Barnard, 1938, p. 263). Re- 
sponsibility precludes shirking on obligations, it 
is “the property of an individual by which what- 
ever morality exists in him becomes effective in 
conduct” (Barnard, 1938, p. 267). But the 
power of traditional morals to control and dis- 
cipline individual behaviour was itself a victim of 
social change. Religion, family, community and 
craft were all losing the moral hold they once 
had on the behaviour of the individual (Donham, 
1936). This was manifest in a wide range of de- 
viant social behaviour, and did not concern the 
large corporation only. Citing Clifford Shaw’s 
study of delinquency in Chicago, Mayo dwelt on 
the responsibility derived from an ordered com- 
munity, “the inner compulsion to think and act 
in a way that is socially acceptable” (Mayo, 1933, 
pp. 121-2). As residential communities were 
splintered by industrial development and by 
national and ethnic diversity, so too were delin- 
quency and criminality the spiralling conse- 
quences of the disintegration of this responsibil- 
ity. 

Once articulated, these notions of the 
bounded rationality of individuals and the need 
to install responsibility fed into new ways of 
thinking about the practical role of executives. 
“Making up” the boundedly rational individual 
helped to set in place a new way of constituting 
the “functions” of executives in society. The 
elaboration of the notion of leadership and its 
depiction as an essential function of executives 
was central here. This gave an additional and im- 
portant twist to the concerns with the rationality 
and responsibility of individuals. In the writings 
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of Mayo and Barnard, leadership was rep- 
resented as a positive means of promoting and 
supporting cultural adaptation during the De- 
pression. 

The necessity for leadership to counteract the 
world of dispersive forces acting against organi- 
zation was stated by Barnard in the most ambiti- 
ous terms: | 


The limitations imposed by the physical environment 
and the biological constitution of human beings, the un- 


certainties of the outcome of cooperation, the difficulties. 


of common understanding of purpose, the delicacy of the 
system of communication essential to organization, the 
dispersive tendencies of individuals, the necessity of indi- 
vidual assent to establish the authority for coordination, 


the great role of persuasion in securing adherence to or-. 


ganization and submission to its requirements, the com- 
plexity and instability of motives, the never-ending bur- 
den of decision — all these elements of organization ... 


spell the necessity of leadership ... (Barnard, 1938, p. 
259). 


This appeal to the essential role of leadership 
in organizations had considerable rhetorical 
force. By making leadership an essential compo- 
nent of successful organizations, the critiques of 
the autocratic authority of large corporations by 
those such as Roosevelt or Berle & Means could 
be shown to be fundamentally mistaken and in- 
appropriate. The reality of the corporation in 
Barnard’s depiction is that, however large and 
seemingly robust, it is fragile to the core. What 
flows through its hierarchies is an almost desper- 
ate attempt to render individuals sufficiently ra- 
tional and responsible for social action to be pos- 
sible. Leadership is the “indispensable social es- 
sence ... without which cooperation is impossi- 
ble” (Barnard, 1983, p. 283). Through leader- 
ship individuals are enabled and inspired to 
accept their responsibility to collaborate against 
-their own biological limitations, fear, selfishness 
and emotional proclivities. Through leadership 
it is possible to overcome the inevitable misun- 
derstandings which can wreck organizations; in- 
dividuals are provided with a framework and the 
encouragement to decide rationally within the 
cognitive and emotional boundaries of their 
own minds. In all of this, the conscious act of 
leadership reinforces and interprets social codes 
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in action. Leadership acts upon the “customs, 
mores, folklore, institutions, social norms and 
ideals” which are of “supreme importance” in 


‘helping individuals to appreciate the moral and 


practical necessity of collaboration (Barnard, 
1938, pp. 116, 293—4). 

The notion of the indispensability of leader- 
ship to any successful social order was a masterly 
rhetorical invention. It rendered leadership a 
pre-political capacity in Mayo’s terms (1933, p. 
160), an ability possessed by certain individuals 
for achieving specific goals. It removed the issue 
of authority in enterprise from a political regis- 
ter and inscribed it within a neutral and techni- 
cal one. The key question which followed from 
this shift was how could one know more about 
the leadership process to make it more effective, 
to further enable the miracle of formal organiza- 
tion. This was critical because if leadership roles 
in business, politics and elsewhere could only be 
restored, and a knowledge base developed to 
support their functioning, then “very many of 
our difficulties would. dwindle to vanishing 
point” (Mayo, 1933, p. 177). 

This way of representing the capacities of indi- 
viduals and the essential role of leadership was 
novel in the 1930s. “Making up the individual” in 
these terms had a lasting influence on adminis- 
trative thought. In so far as accountancy has bor- 
rowed from administrative science it has also 
had a significant influence on ways of represent- 
ing the roles of accounting systems (Hopwood, 
1988b ). Barnard’s conception of the enterprise 
as a formal organization was-a first step in enabl- 
ing the internal space of enterprise to be under- 
stood as a pre-political zone administered by 
neutral expertise. Depicted in these terms the 
enterprise was entirely divorced from partisan 
political pursuits, without trace of autocracy, 
wholly a support of American democratic forms 
of citizenship. Conceived as a formal organiza- 
tion and as part of the social organization, the 
large-scale enterprise could assume a novel role 
in American life. The authority exercised 
through its hierarchies and accounting systems 
could be cast as an essential discipline on the 
lives of individuals, not unlike that exercised 
previously by the family, the community or the 
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church. 

Bounded rationality and responsibility were 
the distinctive attributes of the individuals that 
were to inhabit the “democratic” corporation. 
The leadership role of executives was to super- 
vise and direct the activities of individuals en- 
dowed with such capacities. These attributes 
were “made up” in the administrative literature 
of the inter-war years separately and slightly 
later than the new accounting practices that 
were developed in immediate organizational 
contexts. But this does not mean that these con- 
cepts of the individual are peripheral to account- 
ing innovation. For it is these particular notions 
of the individual that have provided an enduring 
reference point for management accounting sys- 
tems (Horngren & Foster, 1987; Horngren, 
1984). The concepts of decision-making and re- 
sponsibility as key attributes of individuals, for- 
mulated in the political and administrative 
debates of the inter-war years, were to be woven 
into the rationales of cost accounting after 
World War H (Vatter, 1950). Thus whilst the no- 
tion of “different costs for different purposes” 
was present in the costing literature of the 1920s 
(Clark, 1923), it was not until the 1940s and 
1950s that the concept of decision-making be- 
came a central organizing rationale for manage- 
ment accounting that remains in place to this 
day. 

Ways of representing the nature of the corpo- 
ration aod the capacities of individuals thus pro- 
vide rationales and a legitimacy for accounting 
systems. Operating within the neutral sphere of 
expertise, and acting upon the boundedly ra- 
tional individual by making responsibility calcul- 
able become abstract programmatic objectives 
for accounting systems. Whilst the development 
of new ways of calculating can proceed sepa- 
rately from ways of “making up” the corporation 
and the individual, establishing linkages and re- 
lays between the practices and the rationales of 
accounting enables a wider significance to be ac- 
corded to the activity of costing. No longer 
should it be seen as a humble activity of “attach- 
ing” costs to products. Cost accounting can be- 
come a decisive feature of overall managerial 
control of enterprises. On this basis accounting 
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can also be called upon to rectify the deficien- 
cies of the boundedly rational manager in mat- 
ters of investment appraisal (Miller, 1989) and 
to evaluate managerial performance more gen- 
erally (Hopwood, 1988b). The language of deci- 
sion-making and installing responsibility enables 
accounting to be represented as a distinctive and 
central component of technical managerial ex- 
pertise in the post-war years. 

Contemporary appeals to the need to reestab- 
lish accounting’s practical function within enter- 
prises in the face of changing production proces- 
ses, increased global and domestic competition 
and vastly expanded information processing 
capacities operate within the same intellectual 
terrain as that sketched out above (Johnson & 
Kaplan, 1987). Denunciations of existing ac- 
counting systems, notwithstanding the vigour 
with which they have been articulated, thus sit 
relatively comfortably alongside classic state- 
ments of “accounting for decisions” (Vatter, 
1950; Shillinglaw, 1961; Horngren, 1962). De- 
spite suggested modifications and adjustments 
to costing systems and appeals to total quality 
control, Just In Time inventory systems, the long 
term rather than short-term profits as well as 
nonfinancial indicators of firm performance, the 
rationales and vocabularies of these contempor- 
ary reassessments of accounting are in con- 
tinuity with the tradition outlined above. Thus 
the notion of “different costs for different pur- 
poses” outlined by Clark in the 1920s (Clark, 
1923) and Vatter’s (1950) notion of managerial 
accounting as a basis for decision-making are ap- 
pealed to almost nostalgically as exemplars of a 
lost tradition, or a tradition that was never fully 
granted its rightful place within the practice of 
management accounting (Johnson & Kaplan, 
1987, pp. 154ff.). These “eminently sensible” 
pleas are considered to have gone unheeded at 
the time and to have “remained unheeded until 
very recently” (Johnson & Kaplan, 1987, p. 
156). 

It is not the aim of this paper to enter the 
debates over the adequacy of contemporary cost 
accounting. Rather, the concern in this section 
of the paper has been to examine through one il- 
lustrative period how certain key concepts ofad- 
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ministrative science “made up” the individual as 
an entity endowed with very specific attributes. 
It is in significant part these concepts of the indi- 
vidual that have been drawn upon in the con- 
struction of abstract rationales for representing 
the roles of accounting. The success of these 
abstract rationales can be gauged to some extent 
by the intuitive appeal they appear to exert over 
certain commentators (Solomons, 1978). Nor is 
it the aim here to suggest that one can trace a 


direct line of descent from the administrative lit- 


erature of the 1930s to contemporary rationales 
for accounting (Miller & O’Leary, 1989b). The 
notions of the individual and the concepts of the 
corporation examined above, in so far as they 
have provided much of the foundations for ar- 
ticulating rationales for accounting, are argued 
to be an important part of the cultural processes 
of accounting innovation. If accounting prac- 
tices in firms are examined and found to be 
wanting in respect to such abstract rationales 
this is hardly surprising. For the abstract 
rationales of accounting are distinct from, yet 
linked, to its practice. Rationales are precisely 
that, highly general ways of representing the 
ends and objectives of certain practices. Whilst 
accounting abstractions are often implicated in 
practical processes of accounting change (Hop- 
wood, 1988a), they are a distinct cultural aspect 
of accounting innovation and need to be addres- 
sed as such. 


CONCLUSIONS 


A loosely associated network of concepts of 
the enterprise and of the individual has been 
woven into the thought and practice of manage- 
rial accountancy. One is that the enterprise is a 
hierarchy of responsibility centres. Another is 
that decision making constitutes the principal 
activity within and across these centres. And a 
further one is that the enterprise is driven by an 
economic mission, evolving across time in the 
interests of individual and social wealth. These 
concepts do not.exhaust the representations of 
enterprise which inform and constitute manage- 
' ial accountancy. But they are profoundly inf- 
luential in defining accounting systems as neces- 
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sary instruments of economic action in society. 
It is these concepts that help to make possible 
appeals to the “practicality” of accounting sys- 
tems. The caiculative routines of accounting 
self-evidently contribute to the attainment of in- 
dividual purposes through collective action. Ac- 


-counting systems facilitate rational choice of 


collective ends and of means to attain them, and 
exact accountability from individuals for their 
responsibilities to the whole. They achieve this 
on a “democratic” premise: accounting systems 
act on individuals only with respect to contrac- 
tual obligations they freely assume. 

Our concern in this paper has-been with the 
range of events which have brought about these 
concepts of the enterprise. We have examined 
where these concepts have come from, the 
terrains from which they have been approp- 
riated. We have looked at how the credibility, 
relevance, and finally the self-evidence of these 
concepts as defining the essence of enterprise is 
established. And we have analysed these events 
as a complex process of cultural innovation that 
took place within a highly specific political cul- 
ture. In addressing these questions we have 
bracketed a set of answers which are already to 
hand to explain this invention. We have adopted 
a different route to that which explains the ori- 
gin of concepts in terms of the brilliance of the 
individual authors who coin them, and which 
takes it as given that concepts are supported and 
held in place as experience shows them to be 
true and useful. The self-referencing and circular 
nature of such explanations makes it impossible 
to understand how and why this innovation oc- 
curred at this particular time. We have addres- 
sed the construction of particular vocabularies 
of the enterprise and of the individual, ways of 


rendering such entities thinkable and manage- 


able. We have been concerned with the literal 
invention of such ways of thinking about the en- 
terprise, and the rhetorical effects they produce. 
The paper has illustrated such concerns by re- 
ference to the Depression years of the 1930s in 
the United States. The two substantive sections 
of the paper have examined ways of “making up” 
the enterprise, and ways of “making up” the indi- 
vidual as rational and responsible. The aim of the 
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paper has been to chart some of the ways in 
which a set of concepts of central importance for 
managerial accountancy was set in place. The 
analysis undertaken permits certain conjectures. 
Firstly, we suggest that studies of innovation in 
accounting practices need to be extended in 
scope. Such studies have become increasingly 
popular and urgent in recent years. But with a 
number of significant exceptions (Armstrong, 
1987; Burchell et al, 1980; Burchell et al, 1985; 
Cooper et al, 1988; Hopwood, 1987; Hoskin & 
Macve, 1986, 1988; Lehman & Tinker, 1987; 
Neimark & Tinker, 1986; O’Leary, 1987; Puxty et 
al, 1987; Whitley, 1986) they are conducted 
from an intra-corporate, economic frame of re- 
ference. This perspective is unable to register 
and address the ways in which the concerns ofa 
particular social, political and cultural context 
come to literally “make up” the enterprise and 
managerial accountancy. It is unable to provide 
the self-understanding of a discipline which the 
analysis undertaken here seeks to provide. Yet it 
is the complex and often conflictual endeavour 
of rhetorical innovation that makes it possible to 
demand such diverse things of accountancy 
(Hopwood, 1984, 1988p). 

Secondly, the establishment of the enterprise 
as a zone of practical action has been shown to 
be linked to concerns with social decline. We 
have traced the manner in which the enterprise, 
through its accounting systems and hierarchical 
forms, comes to be represented as a practical in- 
strument for reversing the disturbing lack of ra- 
tionality and responsibility in social affairs. On 
this basis managerial accountancy has been es- 
tablished as a neutral, technical and “practical” 
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activity. We do not suggest any simple or au- 
tomatic connection between concerns with so- 
cial and economic decline and the advancement 
of accountancy. Indeed these should be seen as 
only weakly linked, with changes in accoun- 
tancy often preceding or falling behind such 
concerns (Hopwood, 1988b). But the worries 
addressed above are not unique. The promotion 
of discounted cash flow techniques for invest- 
ment appraisal in the U.K. in the 1960s was 
closely linked to notions of the relative failure of 
economic growth in that country (Miller, 1989). 
And currently, efforts to restate managerial ac- 
countancy for the factory are interwoven with 
theories of South East Asian economic superior- 
ity which are used to point to a deep malaise in 
the American entrepreneurial culture (Miller & 
O’Leary, 1989b). At the very least one can 
suggest that perceptions of social and economic 
decline are important factors in accounting in- 
novation. 

Finally, we have attempted to rephrase the no- 
tion of practice. We have defined practice to in- 
clude an ensemble of concepts through which 
roles for accountancy are constructed. Neither 
the concepts nor the relations among them are 
given in advance. Rather, they are brought to- 
gether in a particular rhetorical form in a par- 
ticular culture. A more complex analysis of this 
process would enable the resources and effects 
of this achievement to be traced in much greater 
detail. But the analysis above at least supports a 
view of accounting practice that includes pro- 
cesses of conceptual invention. Rationales of ac- 
countancy are not a priori foundations of prac- 
tice, but historically contingent concepts. 
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ACCOUNTING KNOWLEDGE AND PROFESSIONAL PRIVILEGE: 
A REPLICATION AND EXTENSION” 
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Abstract 


This paper replicates and extends the results of Richardson (1988) who reported a strong negative 
correlation between occupational prestige and the codification of financial reporting practices based on 
the data reported in Price-Waterhouse (1975). Using independent data collected by Gray et af (1984) for 
1982 this result is demonstrated to be robust across data sources and time periods. In addition, Gray et al. 
provide data on the consistency of practice independently of the codification of those practices. 
Occupational prestige is uncorrelated with the degree of consistency of reporting practices. 


Richardson (1988) reported a strong negative 
correlation between the occupational prestige 


rankings of professional accountants and the de- ` 


gree to which the profession had standardized 
practices in critical aspects of financial report- 
ing. A weakness of that work is the reliance on 
the Price-Waterhouse (1975 ) data base in order 
to calculate the degree of discretion in reporting 
practices. This data base has been found to con- 
tain factual errors and may reflect the practices 
of one firm rather than the profession as a whole 
(cf. Nobes, 1984). Richardson (1988) recog- 
nized these problems, but argued on theoretical 
and methodological grounds for the appropriat- 
ness of his use of the Price-Waterhouse data 
base. The concerns about the quality of this par- 
ticular data base, however, suggest the need to 
replicate these results with independent data. 
This paper replicates and extends the results 
based on the data assembled by Gray et al 
(1984) through the offices of Deloitte, Haskins 
& Sells. This data base is independent of the 
Price-Waterhouse data and improves on that 
data by citing the specific source of required 
practice (eg. in law or in professional pro- 
nouncements) and by reporting on a survey of 


actual practicé among large companies in each 
country. The Gray et al data is used to replicate 
the central result of Richardson (1988) and al- 
lows a test of an assertion in that article that pro- 
fessional privilege is supported by the process of 
codification independently on the discretion 
exercised in day-to-day practice. 


DATA AND MEASURES 


The data for this study are Tremain’s (1977) 
study of occupational prestige as supplemented 
by Richardson (1988), and Gray et al.’s (1984) 
study of international financial reporting re- 
quirements and practices. Tremain’s data pro- 
vides measures of occupational prestige standar- 
dized to allow cross cultural comparisons. Gray 
et al. present two sets of data on the financial re- 
porting practices of 30 countries. The first set of 
data is the reporting requirements reflected in 
laws, professional pronouncements and stock 
exchange requirements. The format of these 
data is identical to that used by Price- 
Waterhouse. The second set of data is the actual 
reporting practices in each country based on a 
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survey of between 20 and 50 major companies. 
These data are recorded in six frequency inter- 
vals ranging between 91—100% and 0-10% of 
companies using a given reporting practice. 
These data sets were used to create two indices 
as described in Richardson (1988). Thirty prac- 
tices dealing with (a) the extent of corporate 
concentration, (b) the level of profits or (c) the 
distribution of profits were selected and used to 
construct a “service to capital” index (STC84) 
based on requirements and an equivalent index, 
STC84P, based on actual practices. In the case of 
the practice data, entries in the two extreme 
categories were used to proxy cases where dis- 
cretion is constrained. In each case, the index 
has a theoretical range of zero to infinity with 
higher values representing greater professional 
discretion reflected either in the lack of codified 
requirements or in the existence of significant 
variance in actual practices. Any case with a 
value of infinity was set equal to the maximum 
real value for purposes of analysis. 

In total, there are 30 countries represented in 
the Gray et al data base. Nineteen of these over- 
lap with the sample used in Richardson (1988). 
Among these 19 cases, data was missing for two 
cases (Columbia and Mexico) for the occupa- 
tional prestige variable and for three cases 
(Argentina, Brazil and New Zealand) for the 
STC84P variable. In two cases (Thailand and 
Uruguay ) prestige data was available for coun- 
tries in the Gray et al. data base that were not in 
the Richardson (1988) sample. In the results 
below, the maximum number of cases has been 
used to calculate each correlation and thus var- 
ies between 16 and 30. 


.RESOLTS 


The correlation matrix and means and stand- 
ard deviations for all variables are shown in 
Table 1. In order to differentiate the STC index 
calculated with the Price-Waterhouse (1975) 
data base, it has been labelled as STC75 in the fig- 
ure and in the following discussion. 

The correlation between STC75 and STC84, 


ALAN J. RICHARDSON 


TABLE 1. Correlations among variables and the mean and 


standard deviation of all variables 
STC84 STC84P Prestige 
STC75 0.5594" 0.0403 —0.5183* 
(n= 19) (n= 16) (n= 17) 
STC84 0.3362° —0.4541” 
(n=27) (n=19) 
STC84P —0.0078 
(n= 16) 
*p<0.05 
Variable Mean Standard deviation N 
STC75 2.90 2.64 19 
STC84 5.60 9.46 30 
STCB84P 0.70 0.41 27" 
Prestige 60.57 8.49 19 


* For three countries (Argentina, Brazil and New Zealand) all 
entries under practices were recorded as “not applicable”. 


based on the 19 countries common to both data 
bases, is 0.5594 (p < 0.05). This correlation pro- 
vides evidence of the reliability of the STC mea- 
sure and supports the use of the Price- 
Waterhouse data base in thts context. The corre- 
lation between STC84 and prestige, based on the 
19 countries for which complete data is avail- 
able is —0.4541 (p < 0.05). This correlation is 
weaker than the reported between STC75 and 
prestige (—0.5183, p < 0.05), however, this is 
not unexpected. The Tremain data is drawn 
from the 1960s and 1970s. Although Tremain 
demonstrates the intertemporal stability of 
occupational prestige rankings for this period, 
this result becomes less certain the further we 
are from this era. A review of the literature failed 
to identify more recent studies than those used 
to update Tremain’s data in Richardson (1988). 
The declining strength of the relationship is thus 
assumed to reflect the currency of the data, but 
none-the-less shows a remarkable robustness ac- 
ross data sources and time periods. 

Finally, the Gray et al data allow the relative 
impact of formal codification and consistency of 
practice on occupational prestige to be assessed. 
There is a significant positive relationship be- 
tween STC84, representing the codification of 
reporting standards, and STC84P, representing 
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the degree of consistency in reporting practice 
(0.3362, p < 0.05). This result is intuitively ob- 
vious, the more highly codified standards are, 
the more consistent is ceporting practice, and 
provides evidence of the face validity of these 
measures. There is, however, no significant rela- 
tionship between the level of consistency in 
practice, STC84P, and occupational prestige 
(—0.0078, p = NS.). These results are consis- 


tent with the caution in Richardson (1988) that | 


the dynamics of public claims for privilege 
grounded in standard-setting may not be the 
same as the dynamics of professional power over 
clients grounded in day-to-day practices. 


DISCUSSION 


This paper replicates the results of Richardson 
(1988) based on independent data and a more 
recent time period. The analysis indicates that 
the negative relation between discretion in 
standards and occupational prestige is robust. 
The paper also extends these results to examine 
the relative impact of discretion in standards and 
discretion in practice on occupational prestige. 
The analysis demonstrates that while there is a 
positive relation between these aspects of dis- 
cretion, there is no relation between discretion 
in practice and occupational prestige. 
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* THE DILEMMA OF IMPLEMENTING CONTROLS: 
THE CASE OF MANAGERIAL ACCOUNTING* 


CHRIS ARGYRIS 
Schools of Business and Education, Harvard uae 


Abstract 


Managerial accounting contains a technical theory of control Whenever this technical theory of control is 
correctly implemented to deal with issues that are embarrassing or threatening, the players activate their 
personal-human theory of control in order to remain “in control”, The correct implementation of the 
personal-human.theory of control necessary inhibits the effective Cerne ae of the technical theory 


and vice versa. 


Thé purpose of managerial functional discip- 
lines, of which accounting is one, is to help man- 
agers govern. Each functional discipline repre- 
sents a theory about how to govern in order to 
master events over which managers are respon- 
sible. Each theory may be ucscnped as a theory 
of control. 

All theories of control have two features. One 


is the theory as it is espoused. Espoused theories . 


of control are usually idealized visions that are 
rarely achieved. They represent a an aspiration to 
be approximated. 

The espoused theory of accounting recom- 
thends the use of concepts, usually coordinated 
< to numbers, that are intended to be objective. 

~The-use of the concepts are dictated by a set of 
rules that are defined by the professionals as 
rigorously as they can make them. Once formu- 
_ lated, the rules are isitended to apply to all cases 
in which they are considered relevant. (iri, 
1975; Solomons, 1986; Sterling, 1979; Yu, 
1976.) : 

Productive reasöning is at the heart of the es- 
poused theory of accounting. Productive 
` reasoning includes defining premises as clearly 
as possible and making inferences explicit. Con- 


“I should like to express my thanks to Professors Robert Anthony, Kenneth Merchant, and Robert ie for. ee 


comments, 
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clusions should be tested (testable) with the 
toughest tests that are available to the profession 
at that time. 

If we observe the practice of accounting, we 


find that these ideals are rarely fully achieved. | 


There are, at least, two reasons for the gap be- 
tween theory and practice. First it is unlikely that 
any theory of control can be formulated that is 
usable in practice that, ahead of time, is able to 


account for the full complexity and uniqueness 


of a given context. Given the present degree of 
sophistication of the discipline there will always 
be a requirement for gap-filling. 

Second, accounting is often sold and defended 
as being objective and rigorous. Since this claim 
is likely to fall short in practice, a tension fre- 
quently develops between those who use the 
claim to defend accounting and those who use 
accounting but do not believe the claim. Often 
this results in conflicts whose discussion could 
lead the players to feel embarrassment or threat. 

As we shall see below, most human beings ac- 
tivate a human theory of control to deal with em- 
barrassment or threat. The dilemma is that this 
human theory of control is counterproductive 
to objectivity, rigor, tough testing of conclu- 


cn 





504 


sions, that is, to productive reasoning. Prac- 
titioners often react by defining defensive 
routines to protect their practice. But the 
routines themselves may escalate the defensive- 
ness. For example, in trying to deal with the es- 
poused requirements of objectivity and the 
realities of conflict, practitioners may define 
rules that are “precisely imprecise” and “clearly 
vague” while at the same time denying not only 
the inherent ambiguity but, the fact that the am- 
biguity is designed. This may be an explanation 
for Hopwood’s observation that accounting 
practice is positively invested in ambiguity and 
lacks the scientific, objective features in its es- 
poused theory (Hopwood, forthcoming). 

In this paper, I want to examine several dilem- 
mas of implementing accounting. They are di- 
lemmas because, I suggest, that the correct use 
of accounting ideas can lead to productive, and 
at the same time, counterproductive conse- 
quences. 


EFFECTIVE IMPLEMENTATION 


If productive reasoning is produced by imple- 
menting accounting principles then, not surpris- 
ingly, the first step in implementation is to teach 
the accounting principles that are relevant to 
problems at hand. 

Implementation therefore often begins with a 


theory of instruction which assumes if humans - 


beings learn the principles of accounting; if they 
understand them fully; if they wish to use them; 
and tf they are permitted to use them, then they 
will go ahead and use them. As long as they use 
the ideas consistently with sound accounting 
principles, the consequences promised by ac- 
counting will result. 

There are two consequences that follow from 
the enthusiastic application of this theory of in- 
struction. The accountants can come to believe 
that effective implementation is largely imple- 
menting the theory of instruction just described. 
This belief assumes an organization relatively de- 
dicated to following the accounting ideas, espe- 
cially if it can be shown that they do solve the 
problems at hand. The assumption is probably 
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valid as long as the effective use of accounting 
knowledge is not embarrassing or threatening. 
But, sound accounting knowledge can be embar- 
rassing and threatening precisely when it is most 
needed that is, when the organization is in real 
trouble. 

The second consequence of the theory of im- 
plementation described above, is that the ac- 
countants are held responsible for producing 
and advocating sound concepts and principles. 
As a result accountants understandably turn 
much of their attention inward into their discip- 
line in order to make sure that their discipline is 
correct. This inward orientation, in turn, may 
also become an orientation for defense against 
the outsider. 

Non-accountants see this self referential de- 
fense as signs that accountants are acting like 
techies. A techie is one who uses the technical 
ideas at his or her command to attempt to influ- 
ence and control others. Techies sense of com- 
petence, confidence, and self esteem are wrap- 
ped up in accounting ideas and rules. The 
stronger the techie orientation the less likely is 
the individual going to deal competently with 
user disbelieve because the techie deals with 
disbelief by upping the level of accounting evi- 
dence and proof which may have triggered off 
the disbelief in the first place. 

A strong techie orientation can make it dif- 
ficult for accountants to “bend” their ideas with- 
out losing their validity in order to communicate 
to non-accountants. For example, metaphors 
may be useful to explain quantitative analyses. It 
takes a lot of skill and experience to take a pre- 
cise quantitative analysis and communicate it in 
ways that users who may be threatenend by 
quantitative precision will listen. 

Accountants, indeed most professionals, do 
not look forward to encounters where they are 
disbelieved or resisted. Such conditions lead to 
conflict with the potential for embarrassment or 
threat. As noted above, a techie response will 
tend to escalate the embarrassment and threat. 


THE IMPLEMENTATION DILEMMA 
We now come to the heart of the dilemma. In- 
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dividuals have human theories of how to remain 
in control when embarrassment and threat 
occur. To our surprise, this theory of control is 
the same across cultures, and regardless of age, 
sex, education, or wealth. The behavior that they 
use to implement the theory may vary. For 
example, all human beings that we have studied 
use the same theory of face saving. However, the 


actual behavior may vary widely (Argyris & 


Schon, 1974; Argyris, 1982, 1985). 

Some features that do not vary are: 

(1) The theory of control is primarily unilat- 
(2) The action strategies depent-on “selling”, 
“persuading”, “fighting” designed to win and not 
to lose one’s point. 

(3) This results in the creation ofa behavioral 
environment characterized by defensiveness, 
error escalation, self fulfilling prophecies, and 
self sealing thinking. 

(4) Defensive reasoning predominates (Le. 
premises are tacit, inferences are not made 
explicit, and, conclusions are not falsifiable ). 

(5) Threat or embarrassment are dealth with 
by striving to bypass them and by covering up 
the bypass. Social virtues of concern and caring 
are often defined to he consistent with being 
“diplomatic”, “easing-in’, and similar bypass 
actions. | w i 

There is a paradox in using a human theory of 
control that has these features. If I use a theory of 
control that is unilaterally.controlling because I 
believe it is effective then the player at the other 
end must act in a dependent submissive mode if 
my unilateral dominant: mode is to. be im- 
plemented. The paradox is:in order for me to act 
effectively, I require others ‘to use‘a theory of 
action that I consider ineffective. 

These consequences make it more likely that 
the information produced will be distorted; that 
the players will be unaware of their personal re- 
sponsibility for the distortion; while clearly aware 
of the other’s responsibility. In short, human 
beings’ theories-in-use (not the ones that they 
espouse) when dealing with embarrassment or 
threat, are anti-learning and over protective. 

The reasoning embedded in the human theory 
of control described above may be called, defen- 
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sive. The rules of defensive reasoning are, keep 
premises tacit, make inferences with covert 


‘logic, and subject conclusions to a private test; 


the test should be consistent with the logic used 
by the person reaching the conclusion. Such 
reasoning is contrary to productive reasoning. 
Yet both the accountant and the line manager 
will tend to use it. Ironically, defensive reason- 
ing will be activated when it is least likely to be 
effective and most likely to inhibit problem 
solving. 


‘Organizational defensive routines 


Defensive reasoning is not formally 
sanctioned by organizations. As a result, human 
beings create organizational defensive routines 
that are consistent with their individual defen- 
sive routines. The defensive reasoning individu- 
als use to defend themselves now becomes ac- 
ceptable, if not required, by organizational prac- 


tices and policies (Argyris, 1985). 


Organizational defensive routines are any 
routine policies or actions that are intended to 
circumvent the experience of embarrassment or 
threat by bypassing the situations that may trig- 
ger these responses. Organizational defensive 
routines make it unlikely that the organization 
will address the factors that caused the embar- 
rassment or threat in the first place. Organiza- 
tional defensive routines are anti-learning and 
over-protective. 

Organizational defensive routines differ from 
individual defensive routines in that they exist 
even though (1) individuals move in and out of 
the organization, (2) psychologically different 
individuals use them in the same ways, (3) the 
source of learning them is socialization, and (4) 
the trigger to use them is concern and being 
realistic rather than a personal anxiety (Argyris, 
1985). 


Mixed messages: a dominant organizational 
defensive routine 

An example of a prominent defensive routine 
is mixed messages. Mixed messages contain 
meanings that are simultaneously ambiguous 
and clear, imprecise and precise. 

Anyone who deals with mixed messages ex- 
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periences the dilemmas that are embedded in 
them. The designers know that designing a mes- 
sage to be clearly ambiguous requires skill and 
knowledge about the receiver. They know that 
to be both vague and clear is inconsistent. 
Furthermore, to be clearly vague is not only in- 
consistent, but. is designed inconsistency. 
Because of the construction, the designer is vul- 
nerable — unless, of course, the receiver does 
not question the inconsistency. 

There are therefore four rules about designing 
and implementing mixed messages. They are: 

1. Design a message that is inconsistent. 

2. Act as if the message is not inconsistent. 

3. Make the inconsistency in the message and 
the act that there is no inconsistency undiscussa- 
ble. 

4, Make the undiscussability of the undiscussa- 
ble also undiscussable. 

The strategies embedded in this logic are: 
when dealing with organizational defensive 
routines, be inconsistent, yet act as ifyou are not 
being inconsistent. Make the issues undiscussa- 
ble and unifluenceable, and act as if this is not the 
case. Thus the undiscussability and uninfluence- 
ability become undiscussable. 

Organizational defensive routines can lead 
people to feel helpless and cynical about chang- 
ing them. This leads people to distance them- 
selves from trying to engage the defensive 
routines in order to reduce them. As a result, or- 
ganizational defensive routines not only become 
unmanageable (it is difficult to manage what is 
undiscussable ), but they become the source of 
much distorted information. The distortion of 
the information is taken for granted because it is 
seen as necessary for the survival of the players 
as well as for the organization. 


Adapting: organizational defensive routines 
How does managerial accounting as a system 
of control ever work under the conditions de- 
scribed above? First, these counterproductive 
consequences occur primarily when the players 
are experiencing potential or actual embarrass- 
ment or threat. There is a large domain in man- 
agerial accounting practice where there is little 
disagreement and feelings of disempowerment. 
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Second, where there are difficulties, individuals 
often strive to work out their differences, espe- 
cially through upward delegation: take it to the 
boss and let him decide. If subordinates lose the 
fight they can maintain that they did their best 
and the superior is responsible. 

Neither of these two strategies deals effec- 


tively with the double binds that actors experi- 


ence when the accounting systems are used in 


accordance with best current practice yet they 


produce for the players varying degrees of em- 
barrassment or threat. Under these conditions, 
organizational and individual defensive routines 
are activated by the players to protect them- 
selves (Lawler & Rhode, 1976). Birnberg et al. 
(1983) identified six methods used by subordi- 
nates to distort accounting information. They 
are smoothing, biasing, focusing, gaming, filter- 
ing, and “illegal acts”. 

What is common about all these activities is 
that they bypass the causes of the threat and that 
they cover-up the bypass while it is being pro- 
duced. These are the properties of organiza- 
tional defensive routines. Hence, to deal with de- 
fensive behavior norms in the system, the 
players adapt by producing further defensive be- 
havior. In doing so, the players subject them- 
selves to further potential embarrassment or 
threat that arises if they are caught. After all, such 
actions violate formal organizational politics and 
espoused managerial stewardship. Defensive 
routines beget defensive routines. 

To the extent they are undiscussable and their 
undiscussability is undiscussable, the defensive 
routines will be difficult to manage. Under these 
conditions not only subordinates but superiors 
may feel a sense of helplessness and cynicism 
about reducing them. 


Adapting: reducing the potential embarrass- 
ment or threat 

As I interpret the recent research by Merchant 
(1989) and Merchant & Manzoni (1988) it 
suggests that some superiors may be dealing 
with the problem by trying to reduce the likeli- 
hood of embarrassment and threat arising in the 
first place. The choice of strategy is partially in- 
fluenced by the superiors’ fundamental assump- 
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tions about their relationships with their subor- 
dinates and with the budgeting process. They 
seemed to behave as if (1) they had great diffi- 
culty in evaluating (profit center) managers’ 
performance, (2) they believed that managers 
cannot be trusted to give fair evaluation of their 
performance, and (3) they felt ill-equipped to 
openly confront threatening issues (p. 2) (Man- 
zoni, 1988). All these conditions are normally 
not discussable as they are occurring. 

One way to bypass these problems is to design 
budgets that the players agree are “very likely to 
be achieved”. In a study of 54 profit centers from 
12 corporations the subordinates and superiors 
agreed that the budgets were designed to be 
achievable (e.g. subjective probability of 80 or 
90% given that the management team exerts a 
high level of effort) (Merchant & Manzoni, 
1988 ). Under these conditions the potential for 
embarrassment or threat are minimized. 

However, there may be an unintended conse- 
quence leading to another dilemma. The di- 
lemma is that success under these conditions 
may be self limiting. It is possible, for example, 
that setting goals is a bargaining process where 
the superior is ultimately in control. This is not 
surprising given the personal theory of control 
described above. The subordinates therefore 
participate within the limits (personal and or- 
ganizational ) set by the superior. 

To the extent the superior is in control then 
the ownership or responsibility for setting the 
goals and the paths is ultimately the superior’s. 
To the extent that the performance goals do not 
stretch old abilities or do not require new skills, 
successful performance is predictable as long as 
the subordinate works hard and there are no un- 
forseen externalities. Under these conditions, 
subordinates may also feel very good about 
achieving the easily achievable performance 
targets and a great relief from pressure. But the 
success will not strengthen the individual's self- 
esteem and confidence in learning new abilities, 
taking risks, producing and successfully dealing 
with surprises. (Lewin et al., 1944). 

Bandura’s theory of perceived self efficacy 
(Bandura 1986), leads to similar conclusions in 
the world of organizational management (Ban- 
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dura, 1988; Wood & Bandura, 1989). Briefly, 
perceived self efficacy is the belief in one’s 
capabilities to exercise control over events and 
to accomplish goals. Human beings with strong 
beliefs of self efficacy are often in, or seek situa- 
tions, in which they focus on mastering tasks that 
are challenging, that are central to their needs, 
and that they have some non-trivial responsibil- 
ity to figure out how to achieve. They are not de- 
pressed by error; they see it as an opportunity for 
learning. They persevere and are resilient in the 
face of difficulties. 

As I interpreted the research on setting pre- 
dictably achievable goals, the profit center man- 


-agers are not likely to strengthen their belief in 


their self efficacy. Indeed, if these conditions be- 
come routine the individuals’ self efficacy beliefs 
may be eroded or limited to aspirations that are 
easily achievable. Under these conditions indi- 
viduals will tend to shy away from difficult tasks, 
seek goals with a level of aspiration that is similar 
to previous ones, be committed as long as there 
are rewards, give up quickly, and come to blame 
themselves or the environment for failure. 

What difference does it make as long as the 
targets are achieved? 

Individuals who succeed in achieving easily 
achievable budgets in the defensive world de- 
scribed above should report that they feel safe, 
secure, and in control. They should be observed 
to be dependent on and grateful toward their 
supervisor, to seek a world that is programmable 
so that it is easily manageable, to except that 
competence is equated with easily achievable, 
that a just world is one where objectives are eas- 
ily achievable, where no surprises is a sign of cre- 
dibility and trust. The same individuals should 
express concern and fear about developing ob- 
jectives that stretch their minds (not their 
energy) that requires risk taking, that produce 
uncertainty. 

What may be happening is this. In order for 
superiors to feel confident that (1) earnings can 
be predicted correctly, (2) overconsumption of 
resources will be reduced, (3 ) meddling into the 
players’ space will be reduced, (4) harmful earn- 
ings management practice will be reduced, and 
(5) the probability of ensuring a competitive 
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compensation package will be increased (Mer- 
chant & Manzoni, pp. 16—22), they use strategies 
(like early achievable goals) that may simultane- 
ously produce in subordinates feelings of fear of 
risk taking and stretching their capacities, fear of 
questioning the status quo. | 

Simons (1987) describes a different form of 
adaption in Johnson & Johnson. Compensation 
is separated from absolute output performance. 
Hence the managers are shielded from the varia- 
bility in outcome due to uncertain environment. 
This encourages subordinates to make their ef- 
forts “visible which, in turn, requires more 
knowledge by superiors than that required by 
simply rewarding performance on the bases of 
output. Simons’ description suggests that 
Johnson & Johnson uses information as much, if 
not more so, for the purpose of learning than for 
control Or, to put it another way, Johnson & 
Johnson sees control as an on-going iterative 
process and hence requires learning to go on 
continuously. This practice leads to a reduction 
of embarrassment and threat. It would be in- 
teresting to study if embarrassment or threat 
does occur and how they are handled by the 
players. 


An incorrect theory of motivation. ea 

The argument embedded in the strategy of 
achievable budgets, fundamentally assumes that 
implementation will be more effective if indi- 
vidual goals and organizational goals are con- 
gruent. By defining budgets that, within reason, 
assure success then both the organization and 
the individual are well served. This theory of im- 
plementation stems from expectency theory: a 
theory of motivation popular in the psycholog- 
ical literature a decade ago (Lawler, 1973). The 
theory states that human beings will expand ef- 
fort in a particular direction when they believe 
their actions will result in outcomes that they 
desire. This has led accountants to recommend 
goal congruence as the basis for motivating indi- 
viduals to act consistently with the require- 
ments of managerial central systems (Anthony, 
pp. 94-96). 

Unfortunately the theory never included nor, 
to my knowledge was there any empirical re- 
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search conducted, to explore the conditions 
that are at the heart of this analysis: actions that 
are simultaneously congruent and incongruent 


. with organizational and individual needs. 


For example, Jaworski & Young (1988) hypo- 
thesize that in governing behavior, the actors 
choose actions that achieve their “most favora- 
ble personal outcome regardless of the actions 
that the firms prefers” (p. 6). But our research 
suggests that choosing gaming behavior is often 
experienced as “most” and “least” favorable. 


“Most” refers to protecting one’s self, “least” re- 


fers to having to do so and to cover it up. The 
choice is made because individuals believe they 
have no other choice (Argyris, 1985). The goal 
congruence theory, is not very helpful in advis- 
ing management how to design congruence be- 
tween individual and organizational goals where 
due to the layers of double binds, inner con- 
tradictions exist in each and between both. 
There is a second feature of the current ideas 
on motivation that appears misleading. Accoun- 
tants are aware that managerial accounting sys- 
tems can be threatening because they evaluate 
managers’ performance. (Horngren & Foster, 
p. 10.) The authors often counsel patience and 
education, persuasion, and intelligent interpre- 
tation (p. 159). These three activities should be 
put in the service of convincing subordinates 


. that budgets are positive devices. 


As I read such advice it contains the following 
logic: * -~ a 

(i) If accountants describe reality accurately. 

(ii) If the description is objective (quantifi- 
able) and testable. 

` (iii) If. aécOuntants communicate their de- 
scriptions accurately. 

(iv) Then accountants have fulfilled a key fea- 
ture of their stewardship. 

But fulfilling this feature is not enough as long 
as line management finds accounting informa- 
tion threatening. How should accountants deal 
with this problem? As far as I can tell the primary 
advice is to repeat the logic above with the line 
manager. The accountant sits down with the line 
and persuades and convinces the line managers 
that the accounting information is good for 
them. 


DILEMMA OF IMPLEMENTING CONTROLS 


Unfortunately, the accounting text books do 
no describe in concrete detail what accountants 
should actually say and do. According to our re- 
search, it is highly likely that accountants will 
use a theory-in-use that is unilateral and coer- 
cive, and they will be unaware that this is the 
case. Line managers will react by using a similar 
theory-in-use. The result will be escalating mis- 
understanding usually in the name of honesty 
and integrity (Argyris & Schon, 1988). The only 
transcript that I was able to locate of a dialogue 
illustrates our prediction. According to the foot- 
note by the authors, versions of the dialogue 
have been printed many times (Horngren & Fos- 
ter, pp. 473—475). 

In one of the more comprehensive text books 
on accounting (Horngren & Foster 1987) one 
may read: 

(a) Budgeting systems change human be- 
havior in ways sought by top management 
(p. 139). 

(b) Budgets compel managers to look ahead. 
This forced planning is by far the greatest con- 
tribution of budgeting to management (p. 141). 

(c) Budgets force executives to think 
(p. 148). 

(d) Budgets (help) to remove unconscious 
bias (p. 142). 

(e) Budgets (help) to search out weaknesses 
(p. 142). | 

Budgets change, compel, force, remove and 
search out. Strictly speaking budgets do not do 
these things. It is individuals who implement 
these actions. If the authors mean that accoun- 
tants should use budgets to compel, force, etc. 
line management then they are recommendinga 
strategy of implementation that will probably 
backfire. Such unilateral and coercive activity 
will activate, as we have seen, individual and or- 
ganization defensive routines that are over-pro- 
tective and anti-learning. 

Human beings are capable of looking ahead, of 
planning, ofsearching for this biases, weaknesses 
and blindness. They are not likely to do so when 
the fundamental assumption is that they have to 
be forced or coerced tc do so. The dilemma is 
how to impelement accounting practice in ways 
that change, looking ahead, thinking, removing 
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unrecognized biases that are produced through 
internal commitment rather than the external 
commitment implicit in the statements above. 


IMPLICATIONS FOR CORRECTIVE ACTION 


The idea that implementation is enhanced by 
creating goal congruence; and that, in turn, by 
using appropriate monetary rewards is not likely 
to be relevant where the implementation of 
managerial controls is embarrassing or threaten- 
ing to the players. The challenge under these 
conditions is less one of motivating individuals. 
It is more one of dealing with their automatic 
reactions to use skillfully a theory of action 
whose consequence is to produce defensive 
reactions, bypass a cover-up. It is also one of en- 
gaging organizational defensive routines that 
protect and exacerbate the individual defensive 
but highly skilled behavior. 

In order to accomplish these consequences 
individuals will have to be taught a new theory- 
in-use, one that, at present, few have although 
many espouse. 

Such a theory-in-use exists. It can be taught as 
a general theory of learning (individual and or- 
ganizational ) (Argyris & Schon, 1974, 1976; Ar- 
gyris, 1982). Moreover, it appears that the most 
powerful way to teach the new theory-in-use is 
in conjunction with a technical (functional) dis- 
cipline such as managerial accounting, strategy, 
or a human resources activity such as evaluating 
human performance in ways that lead to genuine 
pay for performance. The reason this is true, is 
that this behavioral theory, like all theories that 
underly the management disciplines, is a norma- 
tive theory of how to achieve intended conse- 
quences. Most theories of human behavior are 
descriptive; their objective is to understand. 
They espouse that applicability is important. The 
theory-in-use however leaves much to. be de- 
sired (Argyris, 1989 ). 

This theory-in-use is pro-learning and against 
over protection. The new theory-in-use solves 
other dilemmas, namely being tough yet inquiry 


oriented; making compelling arguments yet sub- 


jecting them to test, evaluating performance yet 
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being confrontable. With these skills individuals 
can begin to deal with challenges such as ac- 
counting as a score keeping and evaluating 
function as well as instrument of coercion of 
managerial attention. To advise that it is possible 
to act as an interpreter of the technical features 
of the accounting system “and not be seen by 
line as an evaluator or as encroaching on line 
manager's decision making process” (Horngren 
& Foster, p. 10) is to suggest something that, in 
my opinion, is not possible. It will place accoun- 
tants in a defensive position of denying some- 
thing which they and line often experience as 
true. The skills and competencies that line and 
staff should be taught is how to deal openly with 
being evaluative and with encroscling on line 
management space. 

Another example, is the predisposition of 
many accountants to see line management’s pre- 
disposition to ignore valid feedback as a weak- 
ness on their part. A different interpretation is 
that this behavior, given the organizational de- 
fensive routines, is a sign of strength and skill 
that indeed does prevent features of the organi- 
zation from blowing apart. 


Focusing on organizational defenses 
Organizational defensive routines are created 
by actions that bypass embarrassment or threat 
and cover-up that this is the case. The emphasis 
on bypass and cover-up has a distinct influence 
on what is considered to constitute a successful 
dealing with the problems that they create. For 
example, if gaming activity. becomes public, 
Management usually stops the gaming and sets 
new rules to reduce the likelihood that the gam- 


ing will continue. The rules could be to iicrease_ 


the rewards and punishments or, as in the 
examples described above, they could lead toa 
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lowering of budget objectives so that they are 
easily achievable. 

In none of the accounting literature cited 
above, is it recommended that the players 
should engage rather than bypass the causes of 
defensive routines themselves. For example, 
what causes the general managers to mistrust 
profit center managers? If budgets are made eas- 
ily achievable because general managers seek to 
reduce the likelihood that profit center mana- 
gers will act in ways that are detrimental to the 
company’s interest, why not explore what leads 
the profit center managers to act in these coun- 
terproductive manners in the first place? Other- 
wise, the strategy of designing easily achievable 
objectives is itself a bypass and cover-up of a 
more fundamental problem. 

Otley (1988) describes how information is 
systematically distorted as it goes to’headquar- 
ters. He then writes, “... it seems surprising that 
better formal methods of dealing with (uncer- 
tainty) in budgetary control systems have not 
yet made” (p. 25). I asked Professor Otley what 
the likelihood is that representatives of head- 
quarters and the relevant subordinates would 
explore face to face what leads the latter to dis- 
tort the information and cover-up that they are 
doing so. He replied that the likelihood was very 
low indeed. Such a strategy would be rare. 

The time has come, I suggest, that we go 
beyond describing the gaming, distorting, etc. 
and beyond trying to find ways to bypass the 
causes of the necessity for such behavior. It is 
time that practitioners attempt to engage the or- 
ganizational defensive routines. It is time that re- 
searchers and practitioners join to design inter- 
ventions to accomplish the engagement of or- 
ganizational defensive routines. _ 
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Abstract 


The bourgeois origins of accounting practice and theory were subjected to critical analysis in the Soviet 
Union in the early 1930s. The article reviews the nature of the debate and its implications for the 


development of accounting in the USSR. 


It was in the early 1930s that there began to take 
Shape a Marxist theory of accounting in the 
Soviet Union. But it was not until later that there 
appeared clear statements appertaining-to the 


theory. Writing at the close of the decgde,-. - 


Lozinskii (1939, p. 88) declared: 


It is necessary to examine the origin and development of 
every phenomena. Book-keeping arose in specific histor- 
ical circumstances as a historically conditioned category 
ami undergoes change with the appearance of socialist 
means of production. Socialist accounting is completely 
different in content, having different politico-economic 
aims and tasks. It is diametrically opposed to capitalist ac- 
counting. 


An early statement of the Marxist theory of ac- 
counting was provided by Kiparisov (1936, pp. 
1—3): 


Economic accounting for social reproduction has as its - 


object (predmet) the socially determined process of ré- 


production (comprising production, distribution, “ex- ` 


change an! consumption). With the development of 
human society there is created a stimulus for a quantita- 
tive and qualitative reflection of the total process of so; 


cial reproduction. Material production gives rise to ac-’- 


counting, which is soctally conditioned, and so for each 
socio-economic formation there is an appropriate kind of 
accounting. Accounting is different in content when 
there is placed before it different aims realized by diffe- 
rent methods. a 

In class society accounting becomes a class instrument 
in the hands of the dominant class. Therefore, to com- 
prehend the historical development of economic ac- 
counting it is necessary to analyse the laws of develop- 
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ment for each socio-economic formation, its law of mo- 

tion, the degree of development of its productive forces, 

and arising therefrom, the social relations among 
l people... 

In primitive communism the social function of ac- 
counting arises from the social character of production, 
resulting from the social ownership of the means of pro- 
duction. 

In the conditions of class society, accounting loses its 
social function and begins to serve the interests of the do- 
minant class and is turned into an instrument for the 
exploitation of one class by another class. The ruling 
class, being interested in the scoring against indicators 
from its own point of view, establishes accounting and 
control. Under capitalism accounting and control is 
undertaken only for the process of the creation of surplus 
value, with the aims of reproducing the capitalist rela- 
tions of production. 


From the Marxist theory of accounting it could 
be inferred that, with the apparent abolition of 
the division into exploiting and exploited clas- 
ses in Soviet society, accounting would once 
again fulfil a social function. The social function 
would be realized by harnessing accounting to 
the administrative needs of the planned 
economy. 

It was the Marxist theory of accounting that 
provided its adherents with the resolution to 
break decisively with traditional accounting 
practice, either inherited from the Tsarist re- 


- gime or borrowed from the advanced capitalist 


countries, and to attempt through a process of 
trial and error, the creation of a new type of ac- 
counting — Soviet Accounting. 
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INTENSIFICATION OF THE CLASS STRUGGLE 


On 5 December 1930 the praesidium of 
MOORU met to consider Professor A. M. Gala- 
gan’s recent book General Accounting Theory 
(Obshchee schetovedenie).' The resolution 
(postanovtente) adopted by the praesidium de- 
clared: 


In the field of accounting theory, where there is an espe- 
cially strong dominance by bourgeois theorists, there are 
observed fresh attempts at ideological sorties by hostile 
class forces to obstruct the development of a Soviet 
theory of accounting. Professor Galagan’s book, intended 
to serve as a text for the correspondence courses or- 
ganized by the Industrial Academy (Promakademtya) of 
VSNKh, is one such attempt. 

This book, as all earlier works, contains obviously anti- 
Marxist views and theoretical propositions, completely 
vulgarizes the method of dialectical materialism although 
clothed in quasi-Soviect terminology. 


The praesidium was of the opinion that the 
struggle against the penetration of bourgeois 
theories and views, alien to the working class, 
was one of the forms of the class struggle. With 
the aim of intensifying the developing struggle 
on the accounting front it was decided to 
organize a social court (obsbcbestvennyi sud 
against the work and teachings of Professor Gala- 
gan, so achieving a broad mobilization of the ac- 
counting community for the direction of its at- 
tention to the problem of Soviet accounting 
theory. 

The social court was to be organized in con- 
junction with MOSPS and the judicial bench to 
comprise Rubinshtein? and Laskin,* from the 


praesidium of MOORU and three other persons. 


'Za sotstalisticheskii ucbet, No. 1,(1931) p.69. 
*That is, an inquisitorial tribunal 
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The deputy members were to be Kleiman’ and 
Gleikh,® also from the praesidium of MOORU. 

The 1931 No. 1 issue of Za sotstalisticheskii 
uchet in which the decision to hold the social 
court was announced, contained an article by 
Laskin entitled “The Theory of Unified Soviet Ac- 
counting and the Artful Tricks of Professor A. M. 
Galagan.” Laskin complained: 


Until today there still has not been worked out on a Marx- 
ist~-Leninist basis the general theory of Soviet accounting 
as an integral part of the study of the economics of the 
Soviet economy... our contemporary accounting theory 
needs a radical reworking with the aim of bringing it into 
correspondence with the conditions and tasks of the re- 
construction period... Stl there is evidence of every kind 
of literary evasion and ideologically harmful sortie in- 
stead of real help with the general matter of putting to - 
right Soviet accounting... The books on accounting by 
various authors, who had gained their reputations in 
former times, still feature as textbooks out of sheer neces- 
sity. They are the most important objects of the political 
struggle and for a long time have been critized in- 
adequately. 

Among these textbooks a distinguished place is oc- 
cupied by the works of Professor A. M. Galagan. He 
claimed that his latest work is free from incorrect propos- 
itions' and corresponds to the requirements and condi- 
tions of the reconstruction period. The reality is other- 
wise. 

The book contains a vulgar conception of Soviet ac- 
counting science... It contains the pre-revolutionary 
theoretical argument differentiating the concepts of ac- 
counting theory (scbhetovedenie) and accounting prac- 
tice (scbetovodstvo )... a pre-revolutionary scholastic ar- 
gument...’ Observance over the course of fulfillment of 
the plan has not been put as a well-known distinctive 
characteristic of accounting in the Soviet enterprise, al- 
though a number of apologists for bourgeois science, 
such as Schar,” Schmalenbach,? and Shmal’ts'® have 
laboured in this direction. 


President of MOORU. Rubinshtein, the director of VSEK, and who was nominated originally for the judical bench of the social 


court, appears to have taken no part in the proceedings. 


4at the end of 1929, L Elenbogen had initiated a debate on methods of cost determination consistent with Marxism (in 
Scbhetoudstvo, No. 11 (1929). N. Laskin, and also L Levin “made short work on him cruelly” (S. Rubinfain, Za sotstalisticheskil 


uchet. No. 2 (1930). Another critic was M. Frishberg. 
‘Editor of the journal Za sotstalisticheskii uchet. 
‘Editor of the journal Sputnik schetovoda. 


That is, to distinguish between science (nauka) and craft (iskusstvo) in accounting. 


The Swiss Johann Fredrich Schar. 
The German Eugene Schmalenbach. 
No information. 
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However, to conceive the individual enter- 
prise as having an independent existence “led di- 
rectly to the swamp of ideological perversion in 
the field of Soviet accounting theory.” 


The vulgarization of the method of dialectical 
materialism and an abundant quasi-Soviet treatment has 
provided the background for ideologically hostile 
theoretical conceptions (such as the individual enter- 


prise as the object of accounting)... it is not difficult to de- ` 


tect the spirit of neutrality still clinging to the advocates, 
of pre-revolutionary accounting theory... 


The line of contention advanced by Laskin was 
ominous, heavy with portents of the course of fu- 
ture events. By not providing practical solutions 
to current accounting problems the bourgeois 
accounting specialists’! were evidently not 
committed to the Soviet cause. At best they were 
neutral (i.e. waiting upon the eventual outcome 
of the struggle to create a socialist society). At 
worse, they were hostile and impeding the con- 
struction of the Soviet economy and, therefore, 
desirous of a capitalist restoration. That is, they 
had identified themselves as class enemies. For 
the acolytes of the Soviet cause in the account- 
ing field, such as Laskin, the problem was that at 
that time all the leading, and the bulk of the 
other, accounting specialists in the USSR were 
products of, and adherents to, the Russian school 
of accounting, '” 

About this time Galagan appears to have made 
a spirited defence of his views on accounting at 
a confrontation with his detractors that took 
place at the Plekhanov Institute for the National 
Economy.'* The confrontation seems to have 
taken the form of a mock tribunal, a precursor to 
the inquisitorial tribunal held later in the year. 
Under pressure Galagan recanted of certain “in- 
correct propositions”, as mentioned by Laskin. It 
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was an episode in “the developing struggle on 
the accounting front”. 

Shortly afterwards Galagan requested the re- 
printing of his book Essays on the Theory of the 
Balance Sheet (Ocherki teortyi balansa).'‘ The 
request was refused on various grounds. Also, it 
was alleged that some of the arguments in the 
book were inaccurate and others wholly wrong. 
The book demanded a fundamental reworking. 
Galagan’s reply that it was a question of time may 
have been an act of prevarication. 

The social court’? against the teachings of Pro- 
fessor Galagan was held on 10th, 14th and 26th 
April in Moscow. It was convened jointly by 
MOORU and the Institute for Techniques of 
Management of NK RKI. The judicial bench com- 
prised Kleiman and Zhebrak (from the 
praesidium of MOORU), Kariev (Plekhanov In- 
stitute of the National Economy ), Morozov (In- 
stitute for the Techniques of Management), 
Pul’chinskii (a shock worker from the Kauchuk 
factory ), Troshin (representing the deputy pres- 
ident of MOORU), Vdochenko (MOSPS), and 
Gorlov and Chmykov (from the teaching staff 
and the student body, respectively, of VSEK). 
Professor Marchenko was present as the expert 
on dialectical materialism. Laskin acted as pro- 
secutor. 

The proceedings of the inquisitorial tribunal 
were public. It was attended by students from 
VSEK and the VUZs where Galagan taught and by 
teachers of accounting; all of whom, it was con- 
fided, would be edified by the public arraign- 
ment of Russia’s most distinguished accounting 
specialist. However, there appears to have been 
considerable sympathy for the parlous plight of 
Galagan. 

The indictment cited fourteen works written 
by Galagan and published during 1916-1930. 


"In this context a distinction has been drawn between bourgeois accounting specialists and Soviet accounting specialists, 
the former belonged to the Russian school of accounting and had an affinity with Continental European accounting thought. 
The school of Russian accounting specialists existing during, say 1840 (Le. the publication of Complete Book-keeping or 
Accounting Science by Klark and Nemchinov) to 1931 (Le. the staging of the inquisitorial tribunal against A. M. Galagan). 
Mentioned by Laskin (Za sotstalisticbeskit uchet, 1931, No. 1, p. 70) and by Rogov and Sverdiov during the proceedings 
of the inquisitorial tribunal (Za sotstalistichesktli ucbet), No. 5 (1931), pp. 29—30. 


4474 sotstalisticbeskii uchet, No. 3 (1931), p.72. 
Za sotsialisticbeskti uchet, No. 5 (1931), pp. 8—40. 
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The proceedings were opened by Troshin: 


Under the flags of neutralism and apolegetics some pro- 
feasors were putting forward alien ideology in their own 
scientific and educational works. Many research workers 
had not reconstructed their own work to accord with the 
requirements of socialist construction. Under the guise 
of Soviet terminology their works reflected bourgeois 
theory. The court had three tasks. To investigate the 
work of Professor Galagan so as to determine whether it 
is compatible with socialist economics or whether it is 
hostile and alien. To mobilize the broad mass of Soviet 
society for tackling the problem of socialist accounting. 
To bring to the attention of all research workers, stu- 
dents, teachers and all activists the decisive struggie with 
hostile class ideology in the field of accounting and re- 


porting, 


Laskin, who had acquired a reputation for ven- 
omous attacks on those hé opposed, castigated 
Galagan as a bourgeois:.theorist, vulgarizer of 
Marxism, metaphysician and pedagogue. He 
cited the resolution adopted’ on 15 March 1931 
by the CC VKP (b) on “the tireless work for the 
eradication of the theories reflecting bourgeois 
and social democratic influences occurring in 
various scientific fields.” Laskin continued, 
“There must be tolerated no longer the hidden 
monopoly held by pre-revolutionary and 
bourgeois theorists in the publishing houses and 
textbooks for accounting.” 

Speaking in his own defence, Galagan gave a 
resume of his life and work. He had begun work 
in 1906 as a clerk (kontorshchik) in the 
Prokhorovskii Manufaktur. Until 1912 he had 
studied at the institute. He had studied and 
worked in Italy, France and Germany. From the 
first days of the October Revolution, he de- 
clared, he had begun to work with the Soviet 
power and protested categorically against the al- 
legation of class hostility. His book Bank Ac- 
counting (Bankovoe schetovodstvo) had been 
based exclusively on the regulations of the In- 
dustrial Bank (Prombank ). The book Industrial 
Accounting (Promysblennoe scbetovodstvo) 
had been based in part on the regulations of RKI. 
However, he had been guilty of many errors 
which he wished to correct. 

At the end of his speech Galagan was 
applauded, a clear token of the sympathies of the 
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audience which had been drawn from the ac- 
counting community. 

Kiparisov ee a humane and conciliatory 
approach: Ț 


Not only Galagan, but all the leaders in the accounting ap- 
paratus are guilty. Until adw they have presented and 
continue to present formats for the balance sheets in 
which are featured capital, profits, losses. They create in- 
structions which merely make more complex, but with- 
out changing, capitalist accounting. The accounting 
theorists are guilty also if they are unable to approach 
questions of accounting with the surgical knife, of dialec- 
tical materialism and from capitalist accounting extract 
and completely remould on a new basis only that which 
is required. The commentators are guilty also, who do 
not direct attention to these points. Guilty also are the ac- 
counting workers who do not present from below their 
own demands for the overhauling of accounting. 


Kiparisov had expressed the real nature of the 
accounting crisis: the paucity of practical prop- 
osals for accounting devélopment on the part of 
the protagonists for the Soviet viewpoint. The 
activists had failed in their self-appointed task of 
providing direction, inspiration and guidance in 
the problem of remodelling accounting to suit 
Soviet conditions. Laskin moved in a fog of Mar- 
xist verbosity without mapping out any practical 
proposals for the overhaul of accounting. Zheb- 
rak, another leading detractor, at that time was 
advocating strongly the adoption of accounting 
techniques developed by the leading capitalist 
power, the U.S.A. It was comparable to the be- 
haviour of which Galagan stood accused. By im- 
plication, Galagan was being made a sacrifical 
victim to atone for deficiencies extending to all 
parts of the accounting | community. 

Sverdlov declared: 


Galagan is a class enemy, his address to the court counter- 
revolutionary. Galagan i8-not alone. Galaganovshchina 
lives among the accounting workers. In its milk many 
were reared. This social court should be turned into a 
political court, and become a class process so that the 
question against the class enemy will be sharpencd, set 
forth fully, and decided.in the proper manner. It is impos- 
sible to allow such persons to teach. | 


Rogov voiced a complaint common to the ac- 
tivists. Galagan had written in the recent book: 
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An explanation of the significance of output cost, and the 
monitoring of performance for kbozraschet in a given en- 
terprise are secondary tasks of accounting in the planned 
economy. 


Gal’perin declared that the social court was 
not judging Galagan but his works and their 
ideology, now popularly called Galaganov- 
shchina. “It is a world view in the field of account- 
ing. Galagan sits in the dock as the representative 
of Galaganovshchina; because he is the most out- 
standing, the most masterly, the most talented 


and during the past sixteen years in a series of. 


works this world view had been taken to the 
mass of accounting workers.” 

While tribute had been paid to Russia's 
foremost accounting specialist, he had been 
traduced. But a coherent case for Soviet ac- 
counting had not been presented. No argument 
had been advanced for a practical alternative ap- 
proach to accounting. 

The decision”* of the inquisitorial tribunal was 
for the prompt removal of Galagan from all 
teaching activities. Implicit was a ban on the 
publication of his writings. At first sight, the in- 
quisitorial tribunal had achieved its aim: to de- 
stroy the influence of Galagan through the im- 
position of silence. Secondly, to organize a con- 
tinuous social control over the teaching ac- 
tivities of the accounting professors occupying 
the leading posts in the educational institutions. 
Thirdly, to organize promptly a public examina- 
tion of the published works of Andreev, Blatov, 
Filimonov, Kiparisov, Lunskii, Rudanovskii, 
Skvortsov, Smirennomudrennyi and Veitsman so 
as to unmask their class content before the broad 
accounting community. 

Blatov, Lunskii, Rudanovskii and Veitsman had 
all been prominent accounting specialists prior 
to the October Revolution. These four, together 
with Filimonov, had important works on ac- 
counting published during the 1920s (Maz- 
dorov, 1972, pp. 80-88). In this period Vei- 
tsman’s text on industrial accounting (Fab- 
richbno-zavodskoe  scbetovodstvo, Odessa, 


'°Za sotsialisticbeskil uchet, No. 6 (1931), p.14. 
"Za sotsialtsticbeskii uchet, No. 6 (1931), p.14. 
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1916) had been reprinted (Mazdorov, 1972). 
Rundanovskii made a major contribution to the 
development of the principles of macro- 
accounting. In prospect now was a series of in- 
quisitorial tribunals for the purpose of expurgat- 
ing that which was now deemed to be heretical 
in accounting. 

There was stili the problem of creating an au- 
thentic school of Soviet accounting. For the 
realization of this end the social court made two 
recommendations?” to MOORU and ITU. Firstly, 
that there be organized a collective of research 
and practical workers and, through consulta- 
tions with the Communist Academy and other 
scientific organizations, for the purpose of pre- 
paring textbooks on Soviet accounting. Sec- 
ondly, in conjunction with NKhU of Gosplan to 
hold a conference of scientific workers and qual- 
ified accounting practitioners on the question of 
planning research work on accounting and plan- 
ning. The need to seek support from other or- 
ganizations indicated that those accounting 
specialists adhering to the Party’s platform were — 
themselves incapable of undertaking the de- 
velopment of Soviet accounting. 

The social court does not seem to have been 
the unqualified success its organizers had 
sought. The three days of proceedings were 
drawn out over three weeks. Popular sympathy 
among the accounting workers seems to have re- 
mained with Galagan in spite of the strenuous ef- 
forts of his detractors. 

What was the pattern of thought on account- 
ing theory and practice that had been dubbed 
Galaganovshchina? Writing in 1934, Gal'perin 
(pp. 76—77) identified its major features. 


“Capital in its economic concept is the overall sum of val- 
ues found at the disposal of the enterprise”, Galagan had 
written. But, to regard the presence of capital as a pre- 
requisite for accounting was “to make a fetish of the pro- 
duction relations of bourgeois society.” Galagan’s state- 
ment, in isolation innocuous enough, was taken as indi- 
cating a preference for a particular form of social rela- 
tions in production. 
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“The object of accounting science (schet- 
naya-nauka) is the activity of the individual 
economic entity. Characteristic of an economic 
entity is the activity of the individual economic 
unit and not that of the national economy, the 
state or the world” Galagan had written. But, to 
regard the object of accounting to be perma- 
nently the individual economic entity was “to 
make a fetish of the individual enterprise of 

-Capitalism”. In practical terms, to limit the hori- 
zon of accounting to the boundaries of éach en- 
terprise separately implied the possibility of 
heterogeneous a¢counting systems and negated 
the concept of a unified accounting system ex- 
tending to all -enterprises. Consequently, there 
was denied the possibility of transforming ac- 
counting into a tool capable of being used in the 
administration of the planned economy. Cer- 
tainly during the latter half of the 1920s account- 
ing workers had been resistant to attempts to in- 
troduce into enterprises from above unified ac- 
counting procedures. '® 

“It is always possible to examine the econ- 
omic unit as an object separate from its owner” 
Galagan had written. Although a commonplace 
statement for accounting under capitalism, the 
statement was regarded as opposing the in- 
terests of the individual enterprise to the collec- 
tive interest of the working class, and denying 
the cohesion and planned character of the Soviet 
economy. 

To treat the measurement of profit as the unal- 
terable purpose of accounting, as Galagan advo- 
cated, was “to make a fetish of capitalistic profit”. 
Gal’perin asserted that Galagan had considered 
accounting in abstraction from socio-economic 
conditions and regarded the measurement of 
profit as the task of economic management in 
the circumstances of any social formation. Gala- 
gan had attempted to wed the concept of profit 
measurement to the concept of Rbozraschet. By 
so doing he was charged with turning kbozras- 





chet into a nor-historical concept (category ). At 
that time kbozraschet was an extraordinarily 
fuzzy concept — an empty box — and Galagan 
had chanced his arm in attempting to delineate 
its shape and define its content. 

Galagan regarded dialectics as providing just 
one point of view on accounting alongside, for 
example, economic’? and legal” theories of ac- 
counting. That is, the exclusivity of Soviet Mar- 
xism was denied. 

Perhaps more importantly, the transitional 
period (Le. NEP) had been viewed by Galagan as 


. a special socio-economic formation rendering 


Marxism inapplicable in certain fields. Such a 
conclusion had implications for the teaching of 
accounting. 

In the circumstances of the time the views ex- 
pressed by Galagan were not without reason. To- 
wards the end of his life Lenin had expressed the 
opinion that NEP would be ofa lengthy duration. 
Prior to the October Revolution Lenin had de- 
clared that accounting had been reduced to the 
four rules of arithmetic and the issuing of re- 
ceipts, clerical chores that could be performed 
by any literate and numerate person. The at- 
tempt to simplify accounting to the extreme 
while maintaining its utility as an administrative 
tool had been unsuccessful during the period of 
War Communism. With the introduction of NEP, 


| and. the. abandonment of War Communism, 


there had occurred the rehabilitation of double 
entry accounting; a tool fashioned by, and for the 
use of, the capitalists, —— 

As a vulgarizer of Marxism, Galagan had been 
attributed with certain idiosyncratic observa- 
tions involving the concept of dialectical 
materialism. For exampl¢, that debtors and cre- 
ditors taken together wéré an expression of the 
unity of opposites. And again, that striking the 
balance on the account was an instance of the 
negation of the negation. It is not known in what 
circumstances or to what audience were made 


t8 Accounting workers considered, so it was said, that although the adoption of the approved format of the balance sheet was 
obligatory, the plan of account for recording economic operations, also approved by VSNKh was issued “for information” only 


Za sotstalisticbeskti uchet, 1931, No. 4, pp. 1—4. 


Theories of accounts based on the accumulation of private property and its circulation (Arugovorot). That is, 


proprietorship and entity theories. See Kafer (1966), pp. 18-30, 


Theory of accounts based on legal obligations. That is, the juristic theory. See Kafer (1966), pp.11—12. 
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these observations. Possibly, Galagan was treat- 
ing dialectical materialism as an object of ribal- 
dry. However, to have treated dialectical 
materialism with levity in the feverish condi- 
tions prevailing during the early 1930s in the 
USSR was as hazardous as to have jested about re- 
ligion with a Mediaeval theologian. It was not 
only Mediaeval theologians that had the power 
to summon up the demons of torment. 

Later in the year “Galperin?! launched an 
attack against “the bourgeois ideology and hack- 
work” contained in Andreev’s book Principles of 
Accounting (Osnovy schetovedentya). There 
followed a demand that Andreev be arraigned 
before a social court.** Towards the end of the 
year the praesidium of ORU decided to set up an 
investigatory commission to determine respon- 
sibility for the book's publication and took note 
of “a declaration of cadres” for relieving Profes- 
sor Andreev from. teaching at VSEK.79 | 

No more inquisitorial tribunals were held dur- 
ing 1931 and the campaign against “hostile 
ideology” in accounting appeared to be losing 
momentum. But, on 29 December 1931 an ex- 
tended session of the praesidium of MOORU was 
convened,”* with the attendance of activists, to 
discuss the problem of “bourgeois apologists 
and Trotskyist infiltration” in accounting. Apart 
from Veitsman, whose works had been marked 
down for public examination in the recommen- 
dations of the social court held during the previ- 
ous April, censure was extended now to Tatur 
and Zhebrak. The core of the protagonists of 
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MOORU for the Party line ofa renewed offensive 
against hostile elements comprised Faktorovich, 
Gal’perin, Gleikh, Kleiman, Rogov, Sorokin and 
Sukhov. Both Gleikh and Kleiman had been in- 
strumental in the summoning of the social court 
against Galagan. Gal’perin and Rogov, as also 
Zhebrak, had participated for the prosecution in 
the proceedings of the social court.  . 
Zhebrak’s recently published book Funda- 
mental Features of Indusirial Accounting in 
the USSR and Abroad (Osnounye elementy 
promyshlennogo ucheta v SSSRi za granitset) 
had summarized the insights into industrial 
accounting practice in the USA, and also in 
Germany, gained during the visit of the Soviet 
delegation to the International Congress of Ac- 
countants held in September 1929 in New York. 
The book was denounced as “essentially counter- 
revolutionary”. In expounding American indust- 
rial accounting practices Zhebrak had “adopted 
the social-fascist illusion of economic democ- 
racy and industrial peace”, the object of which 
was “to immobilise and disarm the workers”. 
Laskin, who had acted as public prosecutor dur- 
ing the proceedings of the social court, was held 
to be responsible for the book’s publication.” 
Therefore, he bore joint political responsibility 
with Zhebrak.”* It was probably at this extended 
session of the praesidium of MOORU that Zheb- 
rak was threatened with denunciation at a social 
court. Not surprisingly, Laskin had opposed the 
suggestion as “a serious political error”.” But he 
went further in attempting either to deny or 


21yQ M. Galperin, Za sotsialisticheskii uchet, No. 6 (1931), pp.16-20. 


“7a sotstalisticbeskii ucbet, No. 9 (1931), p.67. 
“Za sotsialisticbeskti uchet, No. 12 (1931), p.65. 
“Za sotsialisticheskii uchet, No. 1 (1932), pp.8-11. 


“The editors of Za sotstalisticheskit uchet (Kleiman) and Sputnik schetovoda (Gleikh) undertook to set up a task force 
(brigada) for the close scrutiny of material for publication in the journals (Za soistalisticbeskii ucbet, No. 1 (1932), p.8). 
In April 1932 Rubinshtein became editor of the former journal. The 1931 No. 4 issue of Za sotstalisticheskii uchet carried 
an enthusiastic leading article on socialist construction in the countryside. The leading article was criticized by Pravda on 
20 May. On 27 May the praesidium of MOORU met to adopt a resolution “criticizing the reference to socialist construction 
in the countryside when, the policy is limited to ousting the kulaks. The editor Kleiman is required to provide a detailed 
explanation.” (Za sotstalisticbeskii uchet No. 6 (1931), p.67). 


*Za sotsialisticheskii uchet, No. 6 (1931). 


"Laskin was an editor at the Techniques of Management Publishing House. 


82a sotsialisticbeskit uchet, No. 6 (1931). 


Mentioned by Rubinshtein (Za sotsialisticbeskii ucbet, No. 2 (1932), p.62). 
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evade culpability.” 

The 1932 No. 1 issue of Za sotstalisticheskit 
uchet carried a leading article headed “For a 
Militant Party Spirit in Accounting Theory”. the 
article complained that Trotskyist infiltration 
had occurred on the accounting theory front. 
Ideas hostile to Marxism and directed against the 
general line of the Party were deeply imbedded 
still in accounting theory. Tatur’s book entitled 
Textbook of Metbodology (Metodicbeskoe 
posobie) was condemned as politically harmful 
bourgeois pulp propounding Galaganov- 
shchina It was necessary to give a Bolshevik re- 
buff to the infiltration of ideas hostile to Mar- 
xism-Leninism into accounting. 

The article condemned as politically errone- 
ous and grounded in rotten liberalism a number 
of articles published in the journal during the 
preceding fourteen months. One of these arti- 
cles had dealt with accounting in terms of 
machine hours and labour hours. Another article 
had advocated such areas of economic activity as 
mines, bore-holes as objects of accounting (Le. 
as cost centres ). It was necessary to reconstruct 
the work of the journal, the leading article con- 
tinued, to accord with Stalin’s letter (published 
under the heading of “On Some Questions of the 
History of Bolshevism” in the journal Proleta- 
rian Revolution) and to put it on the Bolshevik 
road to the scientific solution of the real prob- 
lems of unified socialist data keeping. 

The principal attack was directed against 
Zhebrak’s book Fundamental Features of In- 
dustrial Accounting in the USSR and Abroad. 
While setting forth the latest achievements of 
capitalist techniques in the accounting field, it 
had.not made a Bolshevik criticism of their class 
content nor exposed the essence of the capitalist 
rationalization of production, the leading article 
complained. There had been attempted a 
mechanical transfer of foreign systems of ac- 
- counting without undertaking a critical re-work- 


Za sotstalisticbeskii ucbet, No. 1 (1932), p.11. 
*'Za sotsialisticbesktt ucbet, No. 1 (1932), p.7. 
27a sotsialisticheskti uchet, No. 3 (1932), pp.50—-63. 
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ing to accord with the socialist economy. These 
procedures of accounting and control were con- 
nected with the system of exploitation of the 
working class and it was necessary to cut off the 
capitalist disfigurement of those systems. 

Confronted with Stalin’s signal for an unmask- 
ing and exposure of those responsible for the in- 
filtration of Trotskyist ideas into accounting, the 
praesidium of MOORU was confronted with a 
problem. There was required the uncovering of 
a new enemy. The well-known bourgeois 
specialists in accounting had been identified 
already as occupying a hostile class position. A 
renewed offensive against them alone would not 
be sufficient. Perhaps, at a loss as to whom or 
what to attack, a member of the praesidium hit 
upon the notion of attacking Zhebrak’s book. In 
this manner a Party protagonist could be unco- 
vered conveniently as a purveyor of “Trotskyist 
wares” and, so far as the remaining members of 
the praesidium were concerned, duty to the 
Party would have been discharged satisfactorily 
and safely. 

Initially, the technique of standard costing 
was expressly excluded from the scope of the 
new attack’! but Zhebrak was so closely iden- 
tified with its advocacy that the distinction 
could not be long maintained and the technique 
came to be included among the targets of the re- 
newed onslaught. 

In January 1932 the ITU of NK RKI organised 
in Moscow a three day conference of accounting 
theorists and practitioners on the question of the 
position on the accounting theory froat.>**? 

Paikin, the director of ITU, in his opening ad- 
dress complained that accounting lagged behind 
the requirements. of socialist construction. It 
was necessary to uncover the ideas for a 
capitalist restoration with their roots in the edu- 
cational institutions. It was the fault of those 
notorious pillars of accounting Andreev, Blatov, 


Galagan, Kiparisov, Veitsman and so on, and was 


about this time there was issued a pamphlet On the Accounting Front (Na scbetno-teoreticheskom fronte) containing an 


attack on Galagan and Rudanovskii. 
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the result of negligence by some workers and 
complicity with counter-revolution. Foreign 
matter, bourgeois theorv was filling the account- 
ing literature and misleading accounting work- 
ers and the educational institutions. 

A number of works issued by the Techniques 
of Management Publishing House during the 
preceding year and a half, complained Paikin, 
had not been dealt a rebuff. One such work was 
Charter Harrison’s Cost Accounting to Aid Pro- 
duction. Its author was concerned the better to 
put accounting at the service of capitalist exploi- 
tation. Lyubovich, who had prepared the Russian 
edition for publication,” had no right to give in 
the foreword a political attestation of “radical 
significance to the book.” 

Next, Paikin turned to a number of other pub- 
lications. Shmal’ts, in his book Operational 
Analysts for Enterprises (Operatiunyi analiz 
predpriyatii) attempted to testify to the vitality 
of the capitalist order. By reintroducing the law 
of diminishing returns he was following in the 
path of saboteurs. Bliss's book Financial and 
Operating Ratios in Management (Pokazateli 
kbozyaistvennosti uspesbnostt predpriyatii) 
served to weaken the tempo of construction. 
Schilling’s book Production Organisation and 
Accounting (Organizatstit, raschet i uchet 
proizvodsiva) required a radical re-examina- 


tion. Yuzefovich’s Principles of Costing (Os- - 
“th oS 


novy kalkulyatsti) in establishing 
threshold of healthy mass production” followed 
the hostile bourgeois teaching of Schmalenbach, 
Leman, etc. Lokshin, in his book The Balance 
Sheet of Industrial Enterprises (Balans prom- 
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predpriyatti), showed himself to be “a great sup- 
porter of Renner”. Blatov advanced the hostile 
theory of the equilibrium of the enterprise, the 
violation of which led to crisis. Gal’perin, in con- 
sidering the balance sheet to be a form of the 
plan, had substituted the former for the latter but 
it was the plan that determined the path of de- 
velopment. Paikin attacked also Tatur’s Text- 
book of Methodology. 

Finally, Paikin turned to the periodicals. Arti- 
cles written by Frishberg, Kolodnyi,. Preob- 
razhenskii, Samoilo and Veitsman and published 
in Za sotsialisticbeskii uchet were denounced 


-as opportunistic.’ An article by Rusakov pub- 


lished in the 1930 No. 1—2 issue of Vestnik IGBE 


` -was condemned for advancing “the ideal of the 


economic science of the advanced capitalist 
countries”. 

Another speaker, Rubinshtein, criticized the 
book reviews, for which Laskin had overall re- 
sponsibility, published in the journals of the 
ORU. The MOORU had not popularized the 
work of the social court against the writings of 
Galagan. Despite the courts recommendation 
there had been no public examination of the 
works of Andreev, Blatov, Filimonov, Kiparisov, 
Lunskii, Rudanovskii, Skvortov, Smirennomud- 
venskii and others. Veitsman still wrote and his 
writings were published. 

Monastyrev complained of the presence of 


bourgeois theory on the accounting front during 
‘the past fourteen years. The IGBE was domi- 


nated by Galagan, Kiparisov, Rudanovskii and 
Veitsman before whom the activists Boryan, 
Rogov and Ryabov bowed down and were disre- 


Lyubovich had prepared for publication also the Russian edition of Bliss, Financial and Operating Ratios in Management, 


and Schilling, Production Organisations and Accounting. 


The articles the subject of complaint were published in Za sotstalisticbeskti uchet a as follows: 
1930, No. 11 M.'Frishbert, New Problems of Cost Determination and Marx’s Theory of Value 


1930, No. 11 N. A. Veitsman 
1931, No. 2 Kolodnyi 


1931, No. 6A S. Samoilo, For the Industrial Socialist Reconstruction of the Balance Sheet 
1931, No. 10 N. Preobrazhenskii, Planning and Accounting in Machine and Labour Hours. 
The leading article in the 1931 No. 2 issue of Za sotsialisticbeskti uchet had condemned the first, fourth and fifth of the above 


articles and also: 


1931, No. 1 D. D'yakonov, On mines, galleries and bore-holes as objects of accounting. 
Writing in the 1932, No. 3 issue of Organizatsiya upravientya, Zhebrak criticized Samoilo for advocating the use of world- 
levei norms in standard costing (in the 1931 Nos 4-5 issues of the same journal). 
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garded. Party members had been refused admis- 
sion to the IGBE.” 

The 1932 No. 2 issue of Za sotsialisticheskti 
uchet” returned to the attack. Accounting 
theory was especially choked with hostile ideol- 
ogy. Many books dealt with accounting ques- 
tions through the manifestly hostile exertions of 
various bourgeois theorists. Blatov, Galagan, 
Rudanovskii and Veitsman, in adopting capitalist 
formulations on questions of accounting theory, 
had repudiated the socialist character of the 
economy and approached Soviet accounting 
with a capitalist yardstick. They attempted to 
build a Soviet accounting theory on the basis of 
the concepts (categories) of the capitalist 
economy and to infiltrate capitalistic apologe- 
tics in the guise of technical illustrations and ac- 
counting schedules drawn from the practice of 
accounting firms. Zhebrak was criticized for al- 
legedly eulogizing the capitalist system. All this 
hostile infiltration on the accounting theory 
front was a form of the class struggle and re- 
sulted from an insufficiently militant Party spirit, 
concluded the periodical. 

The same issue of Za sotstalisticbeskti uchet 
contained a letter from Tatur acknowledging the 
political errors in his Textbook of Metbodol- 
ogy.” Even so, a subsequent issue of the journal 
carried an article by Gal’perin urging that Tatur’s 
monograph should no longer be used as a stu- 
dent text.” 

The 1932 No. 3 issue of Za sotstalisticheskii 
uchet? continued the campaign. It was neces- 
sary to re-examine accounting methodology to 
ensure the maximum degree of cohesion in the 
accounting system and to ensure its complete 
adaptation to the tasks of kbozraschet and plan- 
ning in all sectors of the national economy. It 
was necessary to change the personnel of the ac- 
counting apparatus and to turn it into a reliable 
and rapidly functioning accounting factory. 

On 3 and 5 March 1932 the Leningrad oblast 


of BOSU and the editorial board of Za sotstalis- 
tcheskit uchet held a conference under the title 
of “On the Position on the Accounting Theory. 
Front.”*! In his opening address I.E. Sorokin map- 
ped out the programme for socialist accounting: 


Data keeping (uchet) in the broad sense of the term must 
become one of the levers (tools) of socialist construc- 
tion, a level of management, and leadership in the strug- 
gle for the plan; for strengthening economic accountabil- 
ity; and for a Bolshevik tempo of socialist construction. It 
must equip the leading organs of the proletarian dictator- 
ship with the data necessary for planning, for rouble con- 
trol, for the mobilisation of internal resources, for the 
struggle against losses. It must provide completely real 
and precise indicators of the results of socialist competi- 
tion, shock work, the effectiveness of rationalisation mea- 
sures. It must set forth the achievements and failures in 
each sector of socialist construction and ensure the more 
widespread enlistment of the working people. 


Both in respect of theory and practice there 
were symptoms of class struggle and counter-re- 
volutionary sallies on the accounting front, Sori- 
kin continued. There was a gap between ac- 
counting theory and the practice of socialist 
construction. The position in the field of ac- 
counting theory was hindering the reconstruc- 
tion of accounting, 

Sorikin attacked Andreev, Filimonov, Kiparisov, 
Rudanovskii and Veitsman as bourgeois 
theorists, their works filled with hostile com- 
ments on questions of accounting. The republi- 
cation in 1925 of Rudanovskii’s Princtples of So- 
cial Accounting was condemned. Galagan had 
asserted that history had not made clear the 
nature of the new conditions to enable the set- 
ting forth of accounting impartially and objec- 
tively. Veitsman was criticized for adopting a 
similar position. Blatov attempted to explain the 
economics of the Soviet economy from the 
viewpoint of capitalist economic relations. 
Kiparisov failed to distinguish between private 
enterprise and socialist enterprise. He regarded 


“Because they did not meet the apolitical conditions governing admission to membership. 


"Za sotsialisticbeskti ucbet, No. 2 (1932), pp.1—2. 
“Op. cit., p.68. 

Za sotstalisticheskii uchet, No. 4 (1932), pp-67—70. 
24 sotstalisticbeskii uchet, No. 3 (1932), p.5. 

‘\2a sotstalisticbeskii uchet, No. 5 (1932), pp.33~-67. 
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the socialist economy as equivalent to the com- 
modity-money form of the capitalist economy. 
Only the absence of Bolshevik implacability, a 
tendency to rotten liberalism and political 
myopism on the part of the publishing houses, 
editors and reviewers could explain the growth 
of ideological muck in the accounting literature, 


by Andreev, Danilenko, Tatur, Zhebrak and so 


on, continued Sorikin. 

The works of Arinushkin, Bystrov, Danilenko, 
Gal’perin, Goldin, Meigal’man, Monashev, 
Skvortsov, Smirennomudrenskii, Tatur, Zhebrak 
and Zhudyakov could not serve as primary 
material for accounting workers. It was neces- 
sary with speed to subject to Marxist criticism 
and to examine the teaching of bourgeois 
theorists whose texts were used on in-house and 
correspondence courses and in VUZs. There 
should be organized immediatelv a collective for 
resolving the problems of the theory of unified 
socialist accounting by drawing on qualified ac- 
counting workers, economists, planners and 
statisticians so as to ensure correctness in the 
use of Marxist methodology and the firmness of 
the Party line, Sorikin concluded. 

Vedernikov, Koshkin and Rubinshtein under- 
took a criticism of the work of Blatov, Pomazkov 
and Rudanovskii, respectively. 

Gal’perin recanted of his own errors, pro- 
ceeded to criticize Arinushkin, Rudanovskii and 
Tatur and launched a searing attack upon Laskin 
for “deep and politically dangerous errors”. 

Both Blatovy and Pomazkov made statements 
in repudiation of their errors but were deemed 
at fault in not undertaking self-criticism. 

The resolution of the conference declared” 
that the works of Blatov, Pomazkov and 
Rudanovskii were based exclusively on 


capitalist forms of the economy, developed anti- 


Marxist theories and contained politically hos- 
tile viewpoints that disorientated accounting 
workers. The works should be withdrawn. 
There was a resolution on the work of Za sot- 
stalistichesktit uchet The journal had not dis- 
charged properly the struggle on the accounting 
ideology front. The journal was given to drift. A 


“74 sotsialisticheskii ucbet, No. 6 (1932), pp.35~36. 


lack of Bolshevik vigilance and rotten liberal 
editorship had permitted the publication of a 
number of politically erroneous articles. The 
journal had not established links with the ap- 
propriate organizations and scientific institu- 
tions to help its work and ensure a correct direc- 
tion. 


SUMMARIZING THE DEBATE 


In the debate on the nature of Soviet account- 
ing a number of distinct strands of thought, or 
lines of argument can be detected. 

Firstly, the need to modernize the practice of 
accounting to suit the requirements of an indust- 
rial society. Mercantile accounting, developed 
to suit the needs of merchants engaged in the ex- 
change of commodities, was concerned primar-, 
ily with recording, in accordance with the rules 
of double entry book-keeping, the market trans- 
actions undertaken by the merchants. The goods 
and services acquired, and also the goods sold, 
were analysed into the accounts of the nominal 
ledger. Either through agents or by means of sub- 
contractual arrangements the merchant 
negotiated for the making up of the materials ac- 
quired into finished products. Traditionally, 
there had been no or little accounting for the 
costs incurred in the course of the execution of 
manufacturing operations. 

The inadequacy of product costs derived from 
estimates based on technical specifications 
alone was recognized readily enough by Soviet 
specialists. The costs attributed to the products 
manufactured were required to be based on the 
expenditures actually incurred by the enter- 
prise. Therefore, product cost determination 
(kal’kulyatstya) was to be linked to production 
expenditure accounting (uchet zatrat na proiz- 
vodstvo ). To ensure the authenticity of the latter 
accounting for both the economic operations 
occurring within the enterprise (Le. for the con- 
version of inputs into outputs or the creation of 
values ) and among enterprises (i.e. the procure- 
ment of inputs and the disposal of outputs (or 
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the exchange of values) were brought within the 
compass of a single system of accounting based 
on double entry book-keeping. 

To realize these aims it was necessary to de- 
vise procedures for production expenditure ac- 
counting and product cost determination. That 
is, to create a complementary accounting system 
for the ascertainment of the costs of individual 
production processes and products. An indis- 
pensable prerequisite was seen to be the crea- 
tion of a system of primary documentation 
within the factory for the collection of data con- 
cerning the resources consumed during the 
course of production. However, merely to re- 
cord costs incurred retrospectively although in- 
teresting was not sufficient for cost control. The 
cost estimate (smeta) provided a yardstick 
against which to compare, in global terms, the 
actual costs incurred. A next step was the intro- 
duction of the concept of predetermined costs 
for products. 

Nevertheless, the evolution of mercantile ac- 
counting into industrial accounting was com- 
mon to all countries experiencing industrialisa- 
tion. It was not peculiar to the USSR. 

Secondly, the transformation of accounting 
into data keeping. The technique of double- 
entry book-keeping was retained while account- 
ing was sloughed off. It was a consequence of the 
change in the over-riding objective of the enter- 
prise undertaking the manufacture of products. 
Previously, the primary motivation in pursuing 
business activity had been the generation of pro- 
fits for the benefit of a private owner. Now the 
major duty imposed upon the state owned enter- 
prises was for the fulfilment of the production 
goals contained in the enterprises corporate 
plan, a component of the national economic 
plan. 

As a result the evaluation of the performance 
of the enterprise came to depend upon a consid- 
eration of indicators both physical (e.g. how 
much produced) and monetary (e.g. at what 
cost). The tautness of national economic plan- 
ning and the rigidity of the arrangements for the 
flow of materials and products among enter- 
prises precluded the closure of enterprises not 
viable according to the commercial criteria 


applied in capitalist economics. The consequen- 
tial dislocation imposed upon the network for 
the supply of materials and products across the 
economy, following the closure of.such enter- 
prises, would necessarily jeopardize the fulfil- 
ment of their corporate plans by some other en- 
terprises. Therefore, profit ceased to be a major 
success criterion and solvency was no longer in- 
dispensable for the survival of the enterprise. 
The dethronement of commercial criteria 
necessarily involved the abandonment of tradi- 
tional accounting analysis (schetnyi analiz) in 
the evaluation of the performance of the enter- . 
prise. There emergeda,new method of appraisal 
involving the consideration of both quantitative 
and qualitative aspects of the enterprise’s per- 
formance. It became known as economic analy- 
sis (ekonomichesktt analiz). 

Book-keeping, the statistical classification of 
economic data within a double entry conven- 
tion, together with the recording of statistical 
data became complementary aspects of the sys- 
tem of data-keeping (ucbet). Both were directed 
to the realization of the same function, the 


-monitoring of enterprise performance. 


Thirdly, the unification (unifikatsiya) of ac- 
counting. The Russian term, when applied to ac- 
counting, implied the two quite distinct ideas of 
combination, or unification proper, and unifor- 
mity. Combination inyelved the uniting of the 
previously separate decouhting systems of indi- 
vidual enterprises into a comprehensive ac- 
counting system embracing all the units of 
micro-economic activity, That is, in practice, if 
not wholly in thought, the national economy or 
sectors of the national economy became the ac- 


‘counting entity in place-6f the individual enter- 


prise which came to be represented by an ac- 
counting sub-entity. Accounting was being 
given a macro-orientation and gave rise to the 
concept of national economic data keeping 
(narodno-kbozyatstvennyi  wuchet). Some 
specialists conceived of aggregating accounting 
data obtained from the individual enterprises to 
provide accounting data in respect of the entire 
national economy. As a natural evolution of this 
idea, some accounting theorists were moving to- 
wards a conception of a system of macro econ- 
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omic accounting constructed within the con- 


vention of double entry book-keeping. 

Uniformity involved the standardization of ac- 
counting procedures. Of course, combination or 
unification proper necessarily implied unifor- 
mity although the latter did not necessarily 
imply the former. Thus the system of standar- 
dized accounting developed later in Germany 
did not involve unification. In that country the 
business undertaking continued to be the ac- 
counting entity. Standardized accounting data 
was required primarily for the purpose of enabl- 
ing a comparison of the efficiency of individual 
business enterprises (e.g. when tendering for re- 
armament contracts). The unification of the ac- 
counting systems of individual business enter- 
prises for the purpose of generating aggregated 
accounting data was contrary to Nazi philoso- 
phy. 

Subsidiary to the unification of accounting 
was the concept of the simplification of account- 
ing procedures. Ifa common form of accounting 
was to be applied in all enterprises without ab- 
sorbing a disproportionate amount of skilled 
manpower the simplification of accounting pro- 
cedures was a necessary requirement. 

Fourthly, the organization of accounting. 
The processing of data for the purposes of 
“financial accounting” and “cost accounting” 
were to be undertaken by a common administra- 
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tive office. These tasks were not to be treated as 
an adjunct of production control and subordi- 
nated to the planning function within the enter- 
prise. The accounting office of the enterprise 
was to be autonomous (i.e. answerable directly 
to the director of the enterprise). The proces- 
sing of statistical data was to be excluded from 
the accounting function. | 


The accounting offices at the levels ofboth en- 
terprises and ministries, and at intermediate 
levels, were to be components ofan all union ac- 
counting apparatus. Accounting practice was to 
be subjected to centralized direction and ac- 
counting procedures subjected to obligatory im- 
plementation. 


Fifthly, the content of the accounting task 
came to be current accounting (tekbushchti 
uchet) and the compilation of periodical ac- 
counting returns and their submission to 
superior authorities. 


Sixthly, the function of the accounting office 
within the enterprise came to be state control. 
That is, ensuring the safe custody and utilization 
for authorised purposes (i.e. for the achieve- 
ment of the planned tasks assigned ) of the state’s 
resources allocated to the enterprise. 

Seventhly, the role of the accounting 
specialist within the enterprise came to be that 
of state controller. 
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Abstract 


Seventeen practising auditors and sixty-seven accounting students participated in a decision making 
experiment that examined the effect of increasing amounts of accounting information on cue usage and 
decision quality. Each participant made financial distress decisions under three levels of information load. 
Approximately one-third of those participating apparently experienced information overload and 
exhibited an inverted-U relationship between information usage and information load; the others exhibited 
patterns of increasing cue usage. The individuals who apparently experienced information overload also 
reached decisions of lesser quality, as indicated by significantly lower decision making consistency, lesser 
agreement with a composite judge, and lower consengus. 


m- 


Users of accounting information are aien 
required to evaluate and integrate several pieces 
of information simultaneously. Several authors 
have speculated that problems may arise from 
increasing amounts of accounting information. 
For example, Fertakis (1969) questioned imple- 
menting a data expansion policy into published 
financial statements without research directed 
at determining individuals’ abilities to identify 
and incorporate decision relevant data. Others 
(Revsine, 1970; Miller, 1972; Miller & Gordon, 
1975) have discussed the implications of the 
Schroder et al. (1967) model for examining the 
effects of accounting information load on 


individuals’ decision making behavior. Accord=”. 
ingly, this research examines the proposal that - 


individuals who experience information over- 


load (1) will exhibit the bell-shaped curve .` 


pattern of information usage predicted by 
Schroder et al. (1967), and (2) will reach deci-. 
sions of lesser quality than those who do not 


experience overload. TR 
~ Beyond this point, the individual’s decisions re- 


~_ 


THEORETICAL BACKGROUND 


Schroder et al (1967) originated a concep- 
tual model describing the information utiliza- 
tion patterns individuals are believed to exhibit 
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when the available information exceeds their 

processing capabilities. This model has also been 
discussed by Driver & Streufert (1969) and 
Driver & Mock (1975). Decison makers are 
described as systems that process information 
inputs into decision outputs. The capability ofa 
human decision maker to integrate information 
into decisions is believed to be limited and is 


‘thought to follow a bell-shaped curve, also refer- 


red to as an inverted-U curve. As the amount of 
input information provided to the decision 
maker is increased, the amount of information 
the individual integrates into the decision out- 
puts initially rises. However, beyond some point, 
further increases in the amount of information 


provided to a decision maker results in a de- 
crease in the amount of information actually in- 


tegrated into the individual’s decision outputs. 
The decision maker is considered to have ex- 
perienced information overload at the point 


-where the amount of information actually integ- 


rated into the decisions begins to decline. 


flect a lesser utilization of the available informa- 
tion, as revealed by examining inputs to the deci- 
sion or decision outputs. 

Several experiments have examined the ef- 


fects of information load on decision behavior. 
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Casey (1980), Snowball (1980), and Shields 
(1983) defined the level of information proces- 
sing as judgment accuracy, a decision output 
measure. In another study San Miguel (1976) de- 
fined information processing as information 
purchases, a decision input measure. 

In the Casey & Snowball studies, no differ- 
ences in predictive accuracy were noted across 
the higher information load conditions. Libby & 
Lewis (1982, p. 271) have suggested, however, 
that in these two studies the information content 
of the load conditions probably did not differ, 
thus accounting for the findings. Shields pre- 
sented evidence that judgment accuracy was an 
inverted-U function of the supply of information. 
San Miguel noted an inverted-U relationship be- 
tween information purchase and environmental 
complexity. 

In a recent paper, Iselin (1988 ) examined the 
effects of an increasing information load on sub- 
jects’ decision accuracy and time in the perform- 
ance of a decision algorithm. Information load 
_ was defined in terms of the quantity of different 
dimensions of information and the quantity of 
repeated measurements of each dimension. 
Iselin concluded that the effects of information 
diversity (different dimensions) on decision 
accuracy and time were much greater than the 
effects of repeated measurements of the same 
decisions. 

Several important differences exist between 
this study and previous work. First, many prior 
information load studies may have suffered from 
ineffective load manipulations. The model of 
Schroder et al (1967) describes the information 
usage patterns individuals are believed to 
exhibit when the psychological information 
load exceeds their processing capabilities. 
However, it is difficult to effectively manipulate 
information load in those terms. Presenting a 
decision maker with redundant data which does 
not provide additional information content, for 
example, may cause the individual to perform 
some additional cognitive processing in order to 
realize the data is redundant. However, the ex- 
_tent of the additional processing required may 
be small or may vary substantially between indi- 
viduals. Thus, providing redundant information 
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may not result in a significant increase in cogni- 
tion and, as a result, probably is not an effective 
information load manipulation. Accordingly, 
Casey (1980) and Libby & Lewis (1982) suggest 
future research should consider the information 
content of the information load. In this study, an 
examination of real world cue intercorrelations 
was conducted to minimize redundancy and to 
assure the provision of additional decision cues 
actually resulted in the provision of additional 
relevant information. This approach is consis- 
tent with Iselin’s (1988) suggestion that re- 
search is needed to examine the effects of infor- 
mation diversity. 

In addition, this study considers Schroder et 
al’s (1967, p. 7) postulate that information pro- 
cessing capability varies between individuals. 
Both decision inputs, as indicated by the number 
of available information cues, and decision out- 
puts, as indicated by decision quality, are 
examined. Previous work has examined the ef- 
fects of load across decision makers. In this 
study, each participant responded to three infor- 
mation load conditions and a measurement of 
decision cue usuage was taken at each informa- 
tion load condition for each participant. This ap- 
proach allowed a determination of the decision 
maker’s pattern of decision cue usage and per- 
mitted the grouping of particpants based upon 
the similarity of these patterns of cue usage. Indi- 
viduals revealing differing cue usage patterns, a 
measure of decision inputs, were compared on 
judgment quality, a decision output measure. 
Previous studies have not attempted to assess 
the effects of information load on both decision 
inputs and outputs. 


HYPOTHESES 


Schroder et al (1967) state that individuals 
differ in the amount of information they are 
capable of integrating into their decisions. Some 
individuals are, therefore, expected to experi- 
ence information overload at load levels where 
others do not experience information proces- 
sing difficulties. For clarity, in this study those 


participants who do not appear to experience 
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information overload will be referred to as 
Group A, while those participants who do 
appear to experience information overload will 
be referred to as Group B. It should be noted that 
this study does not attempt to identify individual 
characteristics which predict an individual’s 
membership in these two groups. Instead, this 
research focuses upon whether those particip- 
ants who do experience information overload 
(Group B) (1) exhibit the bell-shaped curve 
pattern of information usage levels predicted by 
Schroder et al (1967), and (2) reach decisions 
of lesser quality than those who do not experi- 
ence overload (Group A). Accordingly, four 
hypotheses about the decision making behavior 
of the participants of this study are presented 
below. The first hypothesis (H1) relates to the 
pattern of the participants’ decision cue usage 
levels. Hypotheses two, three, and four (H2, H3, 
and H4) relate to the quality of the participants’ 
decisions. 


(H,) As the number of available cues increases, the par- 
ticipants will integrate more cues into their decisions 
until a point is reached where further increases in the 
available cues result in a decline in the number of cues 


some of the participants (Group B) will integrate into 
their decisions. 


(H2) The Group B participants will reach decisions 
which are less consistent than the decisions of Group A 
participants when the information load is relatively high. 


(H,) The Group B participants will reach decisions 
which are less in agreement with the decisions of a com- 
posite judge than are those of Group A participants when 
the information load is relatively high. 


(Hy) The Group B participants will reach decisions 
which are less in agreement with the decisions of other 


participants than are those of Group A participants when 
the information load is relatively high. 


Empirical support for the first hypothesis 
(H1) would imply that, as predicted by Schroder 
et al (1967), individuals who experience infor- 
mation overload can be expected to exhibit an 
information usage pattern which resembles a 
bell-shaped curve. Empirical support for the 
second, third, and fourth hypotheses (H2, H3, 
and H4) would imply that those individuals who 


do experience information overload can be ex- 
pected to reach decisions of lesser quality than 
those who do not experience information over- 
load. | 


METHOD 


Task 

The participants’ information processing be- 
havior was examined by asking them to com- 
plete a decision making task. The task required 
each individual to use financial ratio information 
to estimate the likelihood a hypothetical firm 
would experience financial distress during the 
subsequent three years. The participants were 
instructed to broadly interpret financial distress 
to include the filing of a petition of bankruptcy, 
defaulting on a loan payment, missing a preferr- 
ed stock dividend payment, or liquidation. This 
event was chosen because of its interest to 
accountants and other financial information 
users. When judging the fairness of a firm’s 
financial statements, an independent auditor 
must evaluate the financial strength of the client 
firm. SAS No. 59 states “the auditor has a respon- 
sibility to evaluate whether there is substantial 
doubt about the éntity’s ability to continue as a 
going concern” (American Institute of Certified 
Public Accountants, 1988, par. 2). Further, 
financial distress prediction tasks such as the one 
employed héfe have been used extensively in 
prior accounting research (Abdel-khalik and El- 
Sheshai, 1980; Casey, 1980; Kida, 1980; Libby, 
1975; Zimmer, 1980). In general, financial infor- 
mation professionals and accounting students 
have performed this task quite well. 

In order to examine the first hypothesis, infor- 
mation load levels were selected which were 
expected to induce information overload in 
some, but not all, of the participants. The infor- 
mation load levels presented to the participants 
were manipulated by varying the number of 
financial ratios which were available for predict- 
ing financial distress. The decision task was de- 
signed to assure that each of the financial ratios 
provided additional relevant information that 
was not provided by the other cues. Low, inter- 
mediate, and high information load levels were 
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represented by four, six, and eight information 
cues or ratios, respectively. Each cue was man- 
ipulated at two levels, described as “top one- 
third” or “bottom one-third” of the firm’s indus- 
try. The four cue distress cases incorporated a 24 
full factorial design (16 cases). The six cue cases 
incorporated a one-half replicate of a 2° factorial 
design (32 cases). The eight cue cases incorpo- 
rated.a one-eighth replicate of a 2° factorial 
design (32 cases). Thus, each participant 
completed eighty cases, each case representing 
a hypothetical firm. The participants were asked 
to provide an estimate of the likelihood the firm 
would experience financial distress in the 
following three years. The instructions com- 
municated to the participants that each financial 
ratio (decision cue) provided information 
which was relevant for predicting financial dis- 
tress. Accordingly, the instructions urged the 
use of all the financial ratios presented for each 
case in reaching the required estimates. 


Development of the information load levels 

In order to examine the hypotheses, it was 
critical that the information load levels incor- 
porated into the decision task would induce 
overload in some, but not all, of the participants. 
Miller (1956) initially proposed that individuals 
can simultaneously use about seven dimensions 
of information, with some individuals being 
limited to using as few as five dimensions and 
others being capable of using as many as nine 
dimensions. A more conservative estimate of 
individuals’ information processing capabilities 
has been provided by Newell & Simon (1972, p. 
795), who present a large body of evidence to 
support their contention that individuals are 
limited by their short term memory capacity to 
processing only five to seven dimensions of in- 
formation. More recently, behavioral decision 
theory studies which employed factorial designs 
similar to those used here have supported 
Newell & Simon’s estimates. A review of the 
studies by Ashton (1974), Danos & Imhoff 
(1982), Hofstedt & Hughes (1977), Joyce 
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(1976), McGhee et al (1978), Savich (1977), 
and Schultz & Gustavson (1978) indicates that 
both the mean and modal cue usuage of their 
participants tended to level between five and 
eight cues. Only two of these studies, those of 
McGhee et al and Savich, involved eight deci- 
sion cues. These two studies, which employed 
the same eight cues, both involved stock recom- 
mendation decisions. Only 10% of the 50 indi- 
viduals participating in the two studies incorpo- 
rated as many as seven cues in their decisions. 
This suggests many of the participants may have 
been unable to cognitively process a significant 
portion of the information provided to them by 
eight decision cues or consciously chose to 
ignore the information. 

With the results of these studies in mind, cases 
which employed four, six, and eight decision 
cues were used in this study to represent low, in- 
termediate, and high levels of information load. 
These four cue, six cue and eight cue informa- 
tion load levels were designed to bracket the five 
dimension and seven dimension levels indicated 
by Newell & Simon’s results. Although the eight 
cue load level is somewhat higher than the load 
levels implied by the McGhee et al. and Savich 
studies, it is slightly lower than the maximum of 
nine dimensions initially proposed by Miller. 
With the load levels used here, it was expected 
that some, but not all, of the partiticpants would 
experience information overioad. 


Selection of the decision cues 

The procedures used to select the financial 
ratios used as decision cues were aimed at assur- 
ing that each financial ratio provided additional 
information relevant to the decision task which 
was not provided by the other financial ratios. A 
determination of the cues to fill the load levels 
was based upon the substantial research related 
to financial distress, bankruptcy, or business 
failure (Altman, 1968; Beaver, 1966; Deakin, 
1972; Ohlson, 1980). From this literature 20 dif- 
ferent financial variables were found to possess 
predictive ability for this event.’ 


! Since two of the financial variables, Beaver’s (1966) “no credit interval” and an indicator variable used by Ohlson, were 
seldom seen in the financial statement analysis literature, they were not considered for further analysis. 
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Factor analysis was used to reduce the redun- 
dancy contained in this large set of cues. The use 
of factor analysis in the reduction of the ratio 
space has been well documented (Libby, 1975; 
Pinches & Mingo, 1973; Pinches et al 1973; 
Zavgren, 1985) and has been suggested as a 
method of determining distinct dimensions of 
information in information load studies (Iselin, 
1988). The factor analysis was implemented by 
identifying industries in which firms had experi- 
enced financial distress. First, from the Wall 
Street Journal Index industrial firms having filed 
Chapter X or Chapter XI petitions of bankruptcy 
during 1980—1982 were identified. The purpose 
of this search was to identify industries in which 
financial distress (evidenced by bankruptcy) 
had actually occurred. Twenty-eight of these 
firms were included in the Compustat Annual In- 
dustrial data base. The industries (four digit SIC) 
in which these bankruptcies occurred provided 
the data for the factor analysis. These industries 
included from 345 to 360 individual firms in 
each of the three years. Exhibit 1 shows the 
results of a varimax rotation of the ratio data for 
all firms in these industries over a three year 
period. The eigenvalues for each factor ex- 
ceeded unity. As shown in Exhibit 1, the per- 
centage of variance of the rotated factor pattern 
explained by each of the eight factors ranged 
from 17.3% for factor one to 5.8% for factor 
eight. 

From each factor the ratio with the highest 
loading was chosen as one of the eight cues (see 
Exhibit 1). This was similar to the procedure 
used by Libby (1975) and Zavgren (1985) to 
select cues. Further, the ratios selected are con- 
ceptually similar to those employed in Zavgren’s 
logistic analysis of business failure. In this exper- 
iment, the four cue cases were represented by 
cues selected from factor 5 through factor 8; the 
six cue cases were represented by cues selected 
from factor 3 through factor 8. In this way, cues 
selected from factors explaining increasingly 


more of the total variance were added to create 
the higher information load conditions. Thus, in 
terms of explained variance, additional informa- 
tion was added as the information load was ex- 
panded to eight cues. This was necessary in 
order to attribute a decline in cue usage to the 
incidence of overload rather than the absence of 
additional relevant information. An eight cue 
case appears in Exhibit 2. 

Libby (1981) emphasized the trade-off be- 
tween measuring performance and cue usage. 
The use of a design that is representative of the 
actual environment aids subject performance 
but is detrimental to the determination of cue 
usage. Excessive modification of a task (e.g. 
treating highly correlated cues as uncorrelated ) 
compromises external validity and is perhaps 
detrimental to subject performance. On the 
other hand, as demonstrated by Phelps & Shan- 
teau (1978, p. 218), uncorrelated decision cues 
must be employed to obtain unambiguous mea- 
surements of cue usuage. 

The need to accurately determine the number 
of cues each participant incorporated into the 
decisions resulted in the use of an orthogonal 
design which employs uncorrelated cues. To 
establish this design as reasonably representa- 
tive of the environment, Pearson product— 
moment correlations were obtained for each 
pair of ratios selected as decision cues using the 
data employed in the factor analysis. Although 
these correlations were relatively weak, the very 
large sample (7 = 1060) resulted in statistical 
significance (p = 0.05) for 19 of the 28 correla- 
tions. The strongest correlation, r = 0.481, re- 
vealed only 23% common variance between the 
two ratios. The relatively weak correlations 
imply the design used in the decision exercise 
was reasonably representative of the environ- 
ment. Further, these statistics indicate that addi- 
tional information was added to the set of deci- 
sion cues as the set was expanded (e.g. from six 
to eight cues) and are consistent with the results 


? The factor analysis employed a SAS principal components procedure to the selected Compustat data from the years 1979— 
81, one reporting period prior to the bankruptcy announcement. Also, factor analysis was applied to each year separately and 
separately to cach industry for which a sufficient number of firms existed. The resulting factors and factor loadings were 


essentially the same as reported here. 
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EXHIBIT 1. Factor analysis varimax rotation of initial variable space — rotated factor pattern 

Factor 1 Factor 2 Factor 3 Factor 4 Factor 5 Factor 6 Factor 7 Factor 8 
EBIT/TA 0.917* 0.054 0.085 0.043 0.005 0.051 —0.100 —0.011 
CASH/TA 0.054 0.922° 0.218 —0.080 0.065 0.098 —0.009 —0.005 
CA/TA —0.027 —0.038 0.878*  —0.017 0.287 0.030 —0.203 —0.031 
SLTA —0.036 0.012 0.141 —0.895* ~-0.123 0.002 +0.106 . > 0.044 
CA/CL 0.168 0.200 0.214 0.114 0.907* 0.051 —0.085. —0.023 
MVCS/DBT 0.047 0.089 0.076 0.015 0.001 0.968* 0.015 0.003 
SIZE 0.040 0.036 0.206 0.138 —0.129  —0.035 OBEH- —0.043 
SL/WC 0.016 —0.003 -0.032 —-0.041 -0.023 -0.002  —0.028 — 0.995° 
WOTA 0.262  —0.004 0.591 0.098 0.648 0.311 0.146;  -0.036 © 
CASH/CL - 0.111 0.832 —0.056 0.051 0.466 0.057 —0.034 0.005 - 
QA/TA 0.005 0.330 0.780 0.241 0.070 0.076 0.015 —0.008 
QA/CL 0.140 0.452 0.211 0.291 0.705 0.072 0.035 —0.002 
CASHSL | 0.053 0.878 0.057 0.360 0.052 0.042 0.013 0.006 
CA/SL 0.001 0.156 0.493 0.755 0.212 0.010 —0,053 —0.014 
QA/SL 0.016 0.431 0.397 0.755 0.039 0.031 0.070 —0.008 
NITA 0.906 0.042 0.021 0.029 —0.011 0.042 —0.035 —0.007 
DBT/TA —0.341 —0.162 —0.359 0.355 —~0.355 —0.167 —0.436 —0.077 
CFLW/DBT 0.180 0.063 0.020 0.000 0.000 0.958 —0.026 —0.006 
RE/TA 0.672 —0.084 0.006 0.014 0.261 0.031 0.192 —0.029 
FUTL 0.835 0.216 —0.055 -0.044 0.196 0.167 0.097 0.016 

Variance explained by each factor 

Eigenvalues 3.098 2.976 2.482 2.396 2.372 1.949 1.088 1.005 
Portion 0.178 0.171 0.143 0.138 0.137 0.112 0.063 0.058 
Cumulative 
portion 0.178 0.349 0.492 0.630 0.767 0.879 0.942 1.000 
* Indicates selected variable. 
CA = Current assets NI = Net income 
CFLW = Cash flow QA = Quick assets 
CL = Current liabilities RE = Retained earnings p i 
DBT = Total debt at book value SL = Sales . 
EBIT = Earnings before interest and taxes SIZE = Firm size measured as total assets 


FUTL = Fund expenditures to total liabilities 
MYCS = Market value of common stock 


of the factor analysis reported in Exhibit 1 which 
shows that the ratios chosen as cues loaded 
highly on a single factor only. 


Participants 

Three groups participated in this study, 
undergraduate accounting students, graduate 
accounting students, and practicing auditors. 
The undergraduate students (n = 37) averaged 
approximately 23 years of age, half were male 


TA = Total assets 


and half were female, and all were accounting 
majors enrolled in intermediate accounting. The 
graduate students (n = 30) were in the fifth year 
of a professional accounting program; they aver- 
aged 25 years of age; 57% were male and 43% 
were female. Students completed the task in the 
classroom. The auditor group (n = 17) con- 
sisted of 4 partners, 9 managers, 1 supervisor, 
and 3 seniors; all were male. The instrument was 
distributed to the auditors by a firm partner, and 
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EXHIBIT 2. An eight cue case (firm no. 20) 


Given the following information 
l Position Relative to 
the Industry 

1. Earnings before interest and 

taxes/total assets Top 1/3 
2. Cash/total assets Bottom 1/3 
3. Current assets/total assets Bottom 1/3 
4, Sales/total assets Top 13 
5. Current assets/current liabilities Top 1/3 
6. Market value of common stock/ 

book value of debt Bottom 1/3 
7. Firm size Top 1/3 
8. Sales/working capital Top 1/3 


In your view, indicate below the likelihood this firm will ex- 
perience financial distress during the next three years. 


Probably willnotexperience Probably will experience 
financial distress financial distress 
0 I 2 3 4 5 6 7 8 9 
Very low 


likelihood likelihood 


the completed instrument returned by mail. No 
time restriction for task completion was placed 


on any group.’ 


ANALYSIS AND RESULTS 


Each subject completed a series of financial 
distress decision cases that manipulated four, 
six, and eight decision cues. A regression model 
for the four, six, and eight cue sets of cases for 
each subject determined the relationship 
between each subject’s decisions and the cues 
provided, Therefore, three separate regression 
models were computed for each subject, one for 
the four cue, one for the six cue, and one for the 
eight cue cases. The distress decisions served as 


Very high. 
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the dependent variable. The financial ratio infor- 
mation served as independent variables and was 
coded as either +1 or —1. 

The number of cues a decision maker integ- 
rated into the decisions at each load level was 
determined by counting the number of statisti- 
cally significant beta weights contained in each 
model.* This approach to cue usage measure- 
ment has been employed previously (McGhee ef 
al. 1978; Savich, 1977) and is essentially the 
same technique used by Phelps & Shanteau 
(1978). Each subject’s cue usage pattern was re- 
vealed by observing the number of cues integ- 
rated (i.e. significant beta weights, p = 0.05) at 
each information load level. Means of 2.98 cues 
at the four cue level, 4.98 cues at the six cue 
level, and 5.80 cues at the eight cue level were 
observed. 


Initially, the undergraduate accounting stu- 
dents (7n = 37) completed the distress cases and 
cue usage was measured. Two dominant pat- 
terns of cue usage emerged. Most exhibited 
either an increasing cue usage pattern (n = 15) 
or an inverted-U pattern (n = 11) with respect 
to the information load. Others revealed either a 
pattern that showed no change in cue usuage at 
the four and six cue levels followed by an in- 
crease in cue usage at the eight cue level (n = 4), 
or a pattern that showed an increase in cue usage 
from the four to six cue levels with no change 
in cue usage from the six to eight cue levels, 
(n = 7). 

Since patterns of cue usuage occurred that 
were not strictly inverted-U or increasing in cue 
usage, a discriminant model was used to classify 
all subjects. The discriminant model was de- 
veloped from the participants (7 = 26) that, by 
visual inspection, obviously revealed either an 
increasing cue usage pattern or inverted-U pat- 
tern. The dependent variable was assigned one 


> Bank loan officers also make financial distress decisions and would be appropriate subjects for a replication or extension of 


this research. 


í Wright (1974) presents evidence that suggests some decision makers react to high levels of information load by consciously 
ignoring some information. To control for this possibility, participants were asked to allocate 100 points to the cues 
comprising the high information load level. They were instructed that an allocation of less than 5 points would indicate a cue 
not intended to be used. In this manner, declining cue usage due to the process described by Wright was detected. Five 
participants indicated an intention to use and did use six or fewer cues at the cight cue level. In addin ee 


provided random responses. The results are based on the remaining 84 participants. 
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of two values (+1, —1) depending on the ob- 
served pattern of cue usage and had three inde- 
pendent variables represented by the number of 
significant cues in each subjects’ four, six, and 
eight cue regression models. This model was 
used to classify all other participants, including 
the graduate students and auditors, into one of 
two groups. This method assigned 55 particip- 
ants (65.5% ) to Group A (increasing cue usage) 
and 29 participants (34.5% ) to Group B (in- 
verted-U cue usage ). The average probability of 
group membership was 0.96. None of the 
participants used to develop the model were 
- misclassified. Further, the information usage 
`: patterns of 64 of the 84 participants were visu- 
ally obvious, specifically, either a pattern of in- 
creasing cue usage at each higher information 
load level or an inverted-U pattern.’ 

Exhibits 3 and 4 display the patterns of cue 
usage for each group (A dnd B) by type of 
participant — undergraduate, graduate, and 
auditor. Both the inverted-U cue usage pattern 
and the increasing cue usage pattern were 
observed in each subject group. No important 


differences in information processing behavior. 


across subject types were observed. 


EXHIBIT 3. Cue usage for Graup A by subject Group 


Mean (Standard Deviation) of cue usage for Group A 


Graduates `, Undergraduates Auditors 

(n=25) (n=20) . (n=10) 
Mean(S.D.) Mean(S.D.)  Mean(SD.) 
4 Cues 3.24 (0.60) 3.20 (0.78) 2.40 (0.70) 
6 Cues 5.04 (1.06) 5.00 (1.46) 4.90 (1.10) 
8 Cues 6.96(0.93)  7.00(0.92) _ 6.20(0.79) 


EXHIBIT 4. Cue usage for Group B by subject Group 


Mean (Standard Deviation) of cue usage for Group B 


Undergraduates Auditors 


Graduates 
(n=5). (n=17) (n=7) 
Mean(S.D.) _ „Mean (s. D. ) Mean (S.D.) 
4Cues”  3.00(122) 2 ti. it) -3,14 (0.90) 
6 Cues §.20(0.84) 482(1.24) 5,00(1.41) 
8 Cues 4.00 (2.34) 3.76 (1.09) 3.86 (1.77) 


Exhibit 5 illustrates mean cue usage and infor- 
mation load for Group A and Group B, pooled 
across groups of subjects. Group A cue usage 


î Alternative classification methods could be developed. For example, Group A could be classified as those in which eight cue 
usage exceeded six cuc usage. Group B could be formed of all others, Le. those with cight cue usage less than or equal to six 
cue usage. When implemented, this classification scheme produced a gross change of five classifications and a net change of 
only three (52 Group A and 32 Group B). An examination of the hypotheses under this alternative classification scheme 
produced results with the same direction and approximately the same significance levels as those reported below. 

Since the discriminant approach employed all three cue usage observations for each participant as opposed to only the six 
and eight cue observations under the alternative, further analysis, was based“upon’ thé classifications eae by the 
discriminant analysis. 

Also, improper classification of subjects into Groups A and B could occur if Group B paiticipants ee more 
interactions between cues in reaching the required decisions. At the eight cuc information load level, the level at which the 
main effect cue usage differed between Groups A and B, significant interactions between decision cues were not common. 
Only 4% of the measurable two-way interaction terms were significant and the incidence of significant interaction between 
decision cues did not differ between Groups A and B. Consegocniiy, Me subesqieatanalyai focused onthe significant man 
effects contained in subjects’ decision models, 

6 A number of comparisons were made across the groups participating to gain insight into differerices in task performance 
that may have occurred and to investigate the propriety of pooling the groups for analysis. {aformation overload was 
experienced by individuals in cach group. Multiple comparisons of means (Scheffe’s t-test) across the participant groups 
were insignificant with respect to cue usage, consistency, and agreement with the composite judge at each information load 
level, insignificant for the incidence of information overioad, and for subjective cue usage. However, at the high information 
load level, the auditors were more confident in their decisions than were the undergraduate students. These findings are 
consistent with the findings of other studies that compare the information processing behavior of students and primary 
decision-makers — while attitudes may differ between students and primary decision makers, information processing 
behavior apparently does not differ (see Ashton & Kramer (1980) for a review of these findings from business and 


psychology), ~ 
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increases in a linear fashion with cue availability. 


For Group B, average cue usage first increases 
Mean (Standard Deviation) of cue usage for Groups A and B and then declines.” 8 


EXHIBIT 5, Cue usage for Group A and Group B 


Group B GroupA 
(n=29) (n=55) Increasing load and cue usage 
_ Mean (S.D.) Mean (S.D.) The first hypothesis predicted that some of 
Gus 2.79(1.26) 3.07(0.74) the participants (Group B) would exhibit cue 
6 Cues ' ~4,93 (1.19) 5.00(1.20) usage patterns resembling an inverted-U when 
8 Cues - 3:82(1.46) 6830.94) the information load reached a maximum of 


eight cues. To statistically investigate the differ- 


EXHIBIT 6. Paired comparisons of cue usage for Group A and Group B 


Comparison ; Mean difference t-value Probability of significance 
Group A 

(n=55) 

4 Cues less 6 cues —1.93 —12.07 <0.001 

6 Cues less 8 cues — 1.84 —12.76 <0.001 

4 Cues less 8 cues —3.76 — 28.46 <0.001 

Group B 

(2=29) 

4 Cues less 6 cues —2.14 —9.96 <0.001 

6 Cues less 8 cues 1.10 4.18 <0.001 


4Cuesless8cues - —1,03 —4.05 <0.001 


mt 


7 Although Sehroder et al (1967) did not find load order effects to be significant, we thought the possibility existed that the 
order in which cues were presented could have affected cue usage, that is, cue usage was lower at the beginning and end of 
the task and not necessarily affected by cue availability. To investigate this possibility, two versions of the decision making 
exercise were administered to the undergraduate accounting students. One-half received an increasing information load 
order, that is, all four*cue, then all six cue, and finally all eight cue cases; the other half received the reverse order. Employing 
two-samples t-tests, no significant differences were found between the order of the information load and Group A/Group B 
classification (p ="0.27), four cue usage (p = 0.32), six cue usage (p = 0.14), eight cue usage (p = 0.22), and subjective cue 
usage (p = 0.14). Two-samples t-tests were also used to examine differences between load orders and participants agreement 
with the mean composite fudge. No differences were observed at the four cue (p = 0.79), six cue (p = 0.70), or eight cue 
(p = 0.72) levels. Further, two-samples t-tests examining differences in decision consistency, measured by R?, between load 
orders revealed no differences at the four (p = 0.35) and eight cuc levels (p = 0.23). At the six cue level mean R° values of 
0.81 for the increasing load order and 0.72 for the decreasing load order (p = 0.07) indicated a difference which approached 
significance. This result was difficult to interpret since the six cuc load was the middle load for each group. Fatigue or learning 
effects logically should be most apparent at the load extremes. This result does not appear to be symptomatic of cither. Thus, 
these results appear to be in consonance with the findings reported by Schroder et al. The graduate students and auditors 
received an increasing load order. 


8 From Exhibit 5 it is clear that the change in cue usage from the six to the eight cue information load level is an important 
factor separating Groups A and B. A possibility existed that these classifications were the result of measurement error at the 
cight cue level, that is, Group A participants were primarily measured with positive measurement error and Group B 
measured with negative measurement error. To investigate this possibility, a two-way frequency table of six cue usage by 
cight cuc usage was constructed and tested for independence (Chi-square, p = .01). For those participants that were below 
average six cue users, 60.9% were also below average eight cue users. Of the above average six cuc users, 70.5% were also 
Le a ase E eS a a 
group rather than a classification resulting from measurement error. ! ; 
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ence in cue usage across information load levels 
for each group, paired samples t-tests were per- 
formed. Paired comparisons were appropriate 
since three cue usage measurements were avail- 
able for each subject. Exhibit 6 reports the 
results of these paired comparisons. For both 
groups each cue usage difference was signifi- 
cant. Group A participants revealed a significant 
increase in cue usage from the four to six cue 
levels and from the six to eight cue levels. Group 
B revealed a significant increase in cue usage 
from the four to six cue levels accompanied by a 
significant decline in usage from the six to eight 
cue levels. Further, only at the eight cue level 
was cue usage significantly different across 
groups (two samples t-test, p < 0.001). While a 
majority of the participants did not exhibit an in- 
verted-U cue usage pattern, about one-third 
exhibited an information usage pattern consis- 
tent with the Schroder et al (1967) model ofin- 
formation overload. As expected, an eight cue 
information load was not sufficient to induce in- 
verted-U behavior from all participants.’ 


Analysts of decision quality measures 

The second, third, and fourth hypotheses (H2, 
H3, and H4) predict that those participants who 
experience information overload (Group B ) will 
also reach decisions of lesser quality than will 
the remaining participants (Group A). A primary 
measure of decision quality is, of course, the 
accuracy of the decisions reached. In general, 
participants in past studies involving financial 
distress decision tasks have enjoyed high accu- 
racy rates (Abdel-khalik & El-Sheshai, 1980; 
Casey, 1980; Kida, 1980; Libby, 1975; Zimmer, 
1980). 

Hypothetical decision cases which incorpo- 
rated factorial designs into the presentation of 
the decision cues were employed in this study. 
Although this approach made it possible to pro- 
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vide a measurement of the number of cues each 
participant incorporated into the decisions, this 
approach made it impossible to directly assess 
decision accuracy. It was, however, possible to 
examine decision making consistency, agree- 
ment with a composite judge, and decision con- 
sensus. These factors have been demonstrated 
by prior research (Ashton, 1982; Libby & 
Blashfield, 1978; Ashton, 1985) to be indicators 
of decision quality. 


Decision making consistency 

Ashton’s (1982) review of the empirical 
evidence concerning consistency and accuracy 
indicates that individuals tend to exhibit low ac- 
curacy not because of failure to acquire task-re- 
lated knowledge concerning cue weightings but 
because of failure to apply knowledge consis- 
tently. Consistency then is an important mea- 
sure of decision quality. Given the relatively 
high accuracy rates from previous distress pre- 
diction studies and Ashton’s findings which 
imply that low judgment consistency contri- 
butes significantly to low accuracy, an investiga- 
tion of consistency is of interest. It is expected 
that the onset of information overload will be ac- 
companied by a decline in decision consistency 
in addition to a decline in cue usage. The mul- 
tiple correlation coefficient squared, R’, for each 
participant obtained from regressing the deci- 
sion cues upon the individual’s decisions was 
used as a measure of each participant’s decision 
making consistency (Nie et al., 1975, p. 358). 

The second hypothesis (H2) predicts the 
Group B participants will reach decisions which 
are less consistent than those of the Group A par- 
ticipants when the information load is relatively 
high. Exhibit 7 illustrates the average decision 
consistency for the members of Groups A and B. 
These average R-squared values are similar to 
those obtained from other judgment modelling 


9 Since each individual was asked to distribute 100 points across the eight cues representing the high information load level 
and was instructed that a weight of less than 5 points would indicate a cue not used in reaching decisions, the number of cues 
that each participant intended to use was determined by counting those awarded 5 or more points. Mean subjective cuc usage 
did not differ between Groups A and B. The Group B participants intended to use and thought they were using as many cucs 
as the Group A participants. This outcome appears consistent with Nisbett & Wilson’s (1977) proposal that individuals are 
not capable of accurately reporting whether a particular dimension of information is incorporated into a decision. This 
implies an individual could experience information overload without being aware this has occurred. 
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EXHIBIT 7. Consistency for Group A and Group B 


Mean (Standard Deviation) of consistency for Groups A and 


B 
Group B Group A 
(n=29) (n=55) 
Mean(S.D.) Mean (S.D.) 
A Cues 0.75 (.24) 0.82 (.13) 
6 Cues 0.75 (.14) 0.78 (.17) 
8 Cues 0.58 (.23) 0.77 (.09) 


studies (Libby & Lewis, 1977, 1982). Two 
samples t-tests were used to compare the deci- 
sion making consistency of the members of the 
two groups at each information load level. No 
significant differences were observed at the four 
cue (p = 0.16; and six cue (p = 0.45) levels. At 
the eight cue level, Group B participants 
reached less consistent decisions than did the 
Group A participants (p = 0.001). Accordingly, 
the data are considered to support the second 
hypothesis (H2). 


Judgment agreement 

Agreement with composite judgments was 
examined as an additional indicator of judgment 
accuracy. Ashton (1982, pp. 42—43) reviewed 
research on the relationship between composite 
judgment accuracy and individual judgment 
accuracy. This prior research has shown the 
accuracy of composite judgments to be substan- 
tially greater than the mean accuracy of indi- 
vidual judgments. Libby & Blashfield (1978) 
found that equally weighted aggregations of as 


few as three judges substantially improved aver-. 


age performance (accuracy ). These results held 
across three different decision tasks, one of 
which was a business failure task. 

For each decision 2t each information load 
level a composite score was obtained. First, the 
mean of each distress decision for each of the 
two groups, A and B, was computed. The com- 
posite score for each decision was computed as 
the average of the two group means for each 
decision. In this way the composite score on 
each decision was unaffected by the number of 
individuals in each group. The measure of agree- 
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ment with the composite was a different score. 
Difference scores such as those used here have 
been employed previously (Barefield, 1972; 
Einhorn et al, 1977; Polk, 1979). A difference 
score was computed for each individual for deci- 
sions at each information load level. Thus for 
each individual three difference scores were 
available. A four cue difference score rep- 
resented the summed absolute differences 
between each of that individual’s four cue 
decisions and the corresponding four cue 
decisions of the composite. The six and eight 
cue difference-scores were computed in a like 
manner. These three difference scores were 
then divided by the number of decisions used in 
their construction (i.e. 16 at the four cue level, 
32 at the six and eight cue levels). In this way the 
size of the difference score was unaffected by the 
number of decisions used in its computation. 
Lower difference scores represented greater 
agreement with the composite. 

The third hypothesis (H3) predicts that the 
Group B participants will reach decisions which 
are less tn agreement with the decisions of a 
composite judge than are those of the Group A 
participants when the information load is 
relatively high. In terms of the experiment, H3 
implies the difference scores of the Group B 
participants will-be larger than those of the 
Group A participants at the eight cue level of in- 
formation load, i.e. the point at which informa- 
tion usage differs between the two groups. The 
two samples t-test was used to examine the be- 
tween group difference scores. The results are 
summarized in Exhibit 8. As predicted, the dif- 
ference scores of the Group B participants were 
Jarger than those of the Group A participants at 
the eight cue level. Also, the results indicate that 
the difference scores of Group B participants 
were larger at the four cue level than those of the 
Group A participants. Since the Schroder et al. 
conceptual model does not address potential 
group differences in decision quality at the six 
cue and four cue levels, (H3) did not consider 
such differences. No obvious explanation for 
this outcome seems apparent. An analysis of be- 
tween load level difference scores revealed that 
Group A showed no change in agreement with 
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EXHIBIT 8. Agreement with composite judgment 


Means (Standard Deviation) of difference scores* by group and information load level and results of comparisons between 
groups and between information load levels 


Tests of differences 
Information load between load levels 
(Column 1) (Column 2) (Column 3) Columns Columns 
four cues six cues eight cues Land 2 2 and 3 
Group A 0.966 0.991 0.885 t-valuet 0.65 —3.23 
(0.30) (0.30) (0.22) p< ns 0.01 
Group B 1.175 1.048 1.137 t-value —2.66 1.86 
(0.39) (0.29) (0.28) p< 0.01 0.05 
Tests of differences 
between groups 
t-value! 2.74 0.82 4.56 
p< 0.01 ns 0.0001 


* The difference scores are computed as the summed absolute differences between an individual’s decisions at each cue level 
and the composite’s average decision. This sum is divided by the number of cases at that cue level to obtain a per decision 


difference measure. 


f The t-tests employed for tests between load levels are paired comparisons since a measurement of agreement with the com- 
posite judge ts available for each participant at each load level. The t-tests employed for test between groups are two samples 


t-tests. 


the composite between four and six cues but 
exhibited significantly greater agreement at the 
eight cue level: On the other hand, Group B’s 
agreement improved significantly between four 
and six cues and then declined at the eight cue 


level. These results are consistent with the cue. 


usuage results. Both groups exhibited the high- 
est agreement with the composite at the infor- 
mation load level at which information usage 
was highest. 


Deciston consensus 

Ashton (1985 ) demonstrates that pairs of indi- 
viduals that agree tend to be more accurate than 
pairs that exhibit lower agreement. Ashton dis- 
tinguishes between consensus and composite 
judgments noting that the latter is a mechanical 
technique that may be imposed regardless of the 
level of agreement among judges. The fourth 
hypothesis (H4) predicts that participants in 
Group B will reach decisions which are less in 
agreement with the decisions of other partici- 
pants than are those of Group A.when the infor- 
mation load is relatively high. That is, Group B 
participants will exhibit lower consensus than 


Group A participants at the highest information 
load. Consensus was measured as the correlation 
of the distress decisions for each pair ofindividu- 
als in each group at each information load level. 
This analysis resulted in 1,485 corzelations for 
Group A and 406 correlations for Group B. The 
average correlations for each group are pre- 
sented in Exhibit 9. 

Because of the large number of correlations, 
all differences between information load levels 
and between groups are statistically significant 
(p < 0.05). These results correspond closely 


‘with the consistency results reported in Exhibit 


7. Relative to Group B, Group A’s consensus is 


EXHIBIT 9. Consensus for Group A and Group B 


Mean (Standard Deviation ) of decision consensus for Groups 


A and B 
Group B | GroupA 
(n=406) (n=1485) 
Mean (S.D.) Mean (S.D.) 
4 Cues 0.58 (.29) 0.75(.14) 
6 Cues 0.59(.18) 0.65 (.20) 
8 Cues 0.42(.20) 0.69.10) 
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higher and more stable across the information 
load levels. In contrast, Group B’s average con- 
sensus drops sharply with the onset of informa- 
tion overload. While Group B exhibits lower 
consensus at each information load level than 
Group A, it is at the eight cue level that the differ- 
ence is (in a practical sense as opposed to the 
statistical outcome ) most pronounced. The data 
are considered to support (H4). 


DISCUSSION 


This paper reports the results of an experi- 
ment which examined the proposal that indi- 
viduals who experience information overload 
(1) will exhibit the bell-shaped curve pattern of 
information usage predicted by Schroder et al 
(1967), and (2) will reach decisions of lesser 
quality than those who do not experience over- 
load. Two primary patterns of information usage 
were observed. The Group A participants in- 
creased their cue usage with increases in infor- 
mation load. This outcome implies that eight 
cues, each measured at two levels, were not suf- 
ficient to induce inverted-U behavior in this 
group. The Group B participants initially in- 
creased their cue usage with increases in infor- 
mation load. At the eight cue level, however, the 
Group B participants’ cue usage declined. Cue 
usage of Group A and Group B participants dif- 
fered only at the eight cue level. This implies 
that, at an information load of eight cues, the 
Group B participants experienced information 
overload and exhibited the bell-shaped curve 
pattern of information usage predicted by 
Schroder et al (1967). 

It was also predicted that the decisions 
reached by the Group B participants would be of 
lesser quality than the decisions of Group A 
participants. The consistency of the decisions 
reached by the Group B participants declined 
when the information load was increased to 
eight cues, while the consistency of the 
decisions reached by Group A participants 
remained relatively unchanged. The Group B 
participants also reached less consistent 
decisions than the Group A participants at the 


539 


eight cue level. As predicted, the Group B 
participants exhibited less agreement than the 
Group A participants with the decisions of a 
composite judge at the eight cue level. Although 
no differences in agreement with a composite 
judge existed between the Group A and Group B 
participants at the six cue level, differences were 
observed at the four cue level, an outcome not 
implied by the Schroder et al (1967) concep- 
tual model. The results also indicate the Group B 
participants exhibited lower consensus than 
Group A participants. The preponderance of the 
evidence, therefore, indicates the Group B 
participants reached decisions of lesser quality 
than the Group A participants, as implied by the 
Schroder et al conceptual model. 

Participants in Group B integrated less 
information into their decisions and reached 
decisions of lesser quality than the participants 
in Group A. They reported, however, that they 
integrated as much information into their deci- 
sions as the Group A participants. In a practical 
sense, this suggests individuals may experience 
information overload, decrease the use of rele- 
vant available information, and consequently 
reach decisions of lesser quality without being 
aware this has occurred. 

These results have potential implications for 
providers of financial information and designers 
of accounting and management information sys- 


tems. The limitations of individuals’ information 


processing capabilities suggest two possible ap- 
proaches which may be taken to assist users of 
financial information in avoiding information 
overload. One possible approach is to limit the 
number of decision relevant pieces of informa- 
tion available for a particular decision to a rela- 
tively small set. This would involve providing 
decision makers with only those information 
items that possess the greatest predictive ability 
for a particular decision. Alternatively, the deci- 
sion maker might be equipped with a decision 
model suited for the particular decision. A well- 
defined decision model developed for a particu- 
lar decision would eliminate information pro- 
cessing difficulties resulting from high levels of 
information load. Providing financial informa- 
tion users with an appropriate decision model 
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might well be the most practical approach to the 
information overload problem, for in many 
cases, it may not be feasible or desirable to limit 
the number of information items to a relatively 
small set. | 

Future research could consider topics such as 
the relationship between measurements of an in- 
dividual’s short term memory capacity and the 
individual’s information processing capability. 
Further research should also consider the possi- 
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bility that some individuals may deliberately 
adopt a simplifying model or use some other 
structured approach to decision making to avoid 
information processing problems when large in- 
formation loads are encountered. In addition, re- 
search which directly examines the relationship 
between information usage and the accuracy of 
decision outputs is desirable. It is hoped the find- 
ings presented here will stimulate further re- 
search of these issues. 
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Abstract 


Qualitative, naturalistic research methods have been suggested as being useful in studying the symbolic 
roles of accounting in organizations and society. The purposes of this article are to reflect on the authors’ 
use of various interpretative research approaches in conducting a series of field studies and to discuss the 
interdependencies that exist among the research questions being addressed, the research approaches 
employed, the organizations and actions studied, and the researchers. The importance ofa dialectic tension: 
and double reflexivity to conducting interpretive fieldwork are also considered. Several implications for 
future research are explored. Š 


Methodology, in the social sciences, is far too important 
to be left to the methodologists (Becker, 1970, p. 3). 


construction process (see, for example, Tom- 
kins & Groves, 1983; see also commentary by 
Abdel-Khalik & Ajinka, 1983; Morgan, 1983; and 


Recent academic accounting literature is 
punctuated by a growing appreciation for qual- 
itative research methods (see for example, Tom- 
kins & Groves, 1983; Kaplan, 1983, 1984, 1986; 
Chua, 1986a, 1986b). Albeit that it is still an em- 
ergent research position, accounting, from such 
a perspective, is being conceived of as one form 
of symbol that is used in the social construction 
of a fluid, subjective reality.’ Field research, 
using predominantly qualitative methods, is 
being recommended to improve our under- 


especially, Willmott, 1983; Chua, 1986a, 1986b; 
for some contrast, see Christenson, 1983). Con- 
sistent with this research and methodological 
perspective, the purpose of this paper is to re- 
flect on our own use of such methods in con- 
ducting a series of field studies. 

“Qualitative methods” is an umbrella term 
applied to a number of interpretive techniques 
directed at describing, translating, analysing, and 
otherwise inferring the meanings of events or 
phenomena occurring in the social-world. The 


standing of accounting’s multiple roles in this raw ingredients of qualitative research, the ques- 


*We wish to thank Chris Argyris, Donald T. Campbell, C. J. McNair, John Meyer, R. Richard Ritti, and the anonymous reviewers 
for their useful suggestions. 


' This emergent perspective contrasts with the more traditional one in which accounting is seen as merely reflecting an ob- 
jective, predominantly economic reality (see, for example, Anthony, 1965; Ijirl, 1965; Horngren, 1977). Consistent with this 
view, research is directed at probing into an objective reality so as to better match it with accounting wherein effort is focused 
on improving the “representational faithfulness” of accounting. More recently, Kaplan (1983, 1984, 1986) has asserted that 
the contemporary academic literature reveals an inadequate understanding of and thus fails to represent the complexities of 
contemporary organizations with respect to the technical role playing by accounting. In turn, he urges that field research 
using qualitative methods be conducted to reveal this complex and yet still objective reality so that accounting can be fixed 
and redeployed to serve organizations in a rational and facilitative manner. It is important to point out that this perspective 
differs markedly with the current paper wherein an interpretive approach, relying predominantly on qualitative methods, is 
used in conducting field research (for additional discussion, see Dirsmith et al., 1985). 
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tions asked and methods used in observing be- 
havior, are largely invented in medias ves, at the 
research site, rather than developed a priori, in 
order for the social context to drive the research 
rather than a preformulated theory. Such re- 
search aims to describe the social context being 
examined with the purpose of developing maps 
of primarily the social processes but secondarily 
the social structures in use, in order to provide a 
basis for subsequent interpretation and analy- 
sis.’ 

It has been held that qualitative data are attrac- 
tive because they: provide rich descriptions of 
the social world, most particularly the meanings 
attached to actions and events in the language of 
its principal actors; facilitate exploring unfor- 
seen relationships; and reduce researcher-in- 
duced retrospective distortion and unsupported 
inferential leaps. But, qualitative methods may 
also suffer from a series of limitations. For 
example, they tend to be time intensive and 
problematic as to multiple interpretations when 
more than one researcher is involved; underde- 
veloped in the areas of analysis and interpreta- 
tion; and problematic as to the meanings attri- 
buted to the concepts of reliability, validity and 
researcher detachment by the scientific com- 
munity. - 

To date, a significant portion of the extant 
work in accounting discussing the use of qualita- 
tive methods has invoked complex analyses of 
the epistemological and ontological assump- 


tions that underlie research (see, for example, - 


Tomkins & Groves, 1983; Abdel-Khalik & Ajinka, 
1983; Morgan, 1983; Willmott, 1983; Chua, 
1986a, 1986b). Such discussions and analyses 
may be seen as espoused theories (Argyris, 
1977) of qualitative methods in that the discus- 
sion of qualitative methods is relatively de- 
tached from their actual use. 

In contrast, the purpose of the current paper is 
to present our own personal reflections on qual- 
itative methods gleaned from their use in a series 
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of field studies (for related discussions on es- 
poused vs theories in use in qualitative methods, 
see also Collins, 1981; Campbell, 1986b), but 
with the caveat that we are not methodologists. 
Our principal concern as field workers has re- 
mained with studying the role of accounting, 
and other elements of organizational structure, 
as symbols complicit in the social construction 
of reality. Our analysis is presented in the 
strongly held belief as to the complex inter- 
relationship among the researcher, the 
phenomena studied as well as the social context 
of the research, and the research methods 
applied. The subsequent discussion is con- 
sequentiy semi-autobiographical, describing a 
series of studies in which we employed a variety 
of qualitative methods. It is ethnographic in its 
orientation (Sanday, 1979) in that we probe into 
our own research as a lived experience with the 
purpose of reflecting on it, attributing meaning 
to it, and discussing what approaches appeared 
to offer insight into accounting as a symbol. 
Given a paucity of literature giving relevant 
guidance (Sieber, 1973; Miles, 1979), we will 
pay particular attention to discussing the analy- 
sis stage of this research. 


The remainder of the paper is organized into 
four sections. The first section discusses the 
multiple symbolic roles of accounting in organi- 
zations and society, and briefly discusses rele- 
vant research approaches. An underlying theme 
in this section is that the research questions 
raised are interdependent with the research 
methods applied, thereby necessitating a better 
understanding of the research process. The next 
section discusses the position that a social reality 
is too complex and ill-structured to be 
adequately represented by any one data set, 
theoretical perspective, or organizational posi- 
tion of social actor studied, because these tend 
to suppress conflict, anomaly and uniqueness. In 
response to these conditions, it is reasoned that 
emergent theorists may use conflict and tension 


2 See Becker, p. 3, 1970; Brinberg & McGrath, 1985; Campbell, 1986a, 1986b; Campbell & Fiske, 1959; Campbell & Stanley, 
1966; Cicourel, 1964; Darrock & Silvers, 1982; Denzin, 1978; Douglas, 1976; Geertz, 1988; Glaser & Strauss, 1967; Jick, 1979; 
Johnson, 1975; Lincoln & Guba, 1985; Manning, 1979; McCall & Simmons, 1969; Miles, 1979; Mintzberg, 1979a; Patton, 
1980; Ryan, 1970; Sieber, 1973; Snyder, 1984; Van Maanen, 1979a, 1979b; Van Maanen et al., 1982. 
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among alternative theories etc. as a means to 
facilitate understanding. Here, the tension estab- 
lished between competing perspectives, via a 
dialectic analysis of thesis and antithesis, may be 
used to develop a new awareness, or synthesis, 
of the social context. Thereafter, a paradox that 
confronts qualitative field workers (that in rec- 
ognizing the social construction of a subjective 
reality, the objectivity of the research itself be- 
comes problematic) is discussed. In addition, 
the role of double-loop learning, in which indi- 
viduals reflect on the process by which they 
have learned, is considered both in terms of 
being a subject of study and an approach to evi- 
dential analysis. The third section describes 
some of our own field work that uses dialectics 
and double-loop learning within the design. 
Here, the tensions that we have found to be use- 
ful and consequently describe include tradi- 
tional vs emergent theories of accounting, quan- 
titative versus qualitative research methods, per- 
spectives spanning levels of social actors 
examined, and viewing the researcher as subject 
vs the researcher as researcher. The final section 
offers implications for those interested in using 
qualitative methods in conducting field re- 
search. 


THE MULTIPLE ROLES AND SYMBOLISMS OF 
ACCOUNTING 


One predominant theme of the emergent re- 
search perspective is that accounting serves as a 
myth or symbol that is complicit in the construc- 
tion of a fluid, social reality. Here, the terms 
myth and symbol are not used in a pejorative 
manner. On this point, Ritti & Silver (1986) con- 
cluded that: 


Though myth carries the annotation of falsity, this is not 
the case for organizational myths. Indeed, myths embed- 
ded in organizational culture likely reflect a blend of 
truth and untruth in such a way as to dramatize [ organiza- 
tional] origins and purposes. In the processes of in- 
stitutionalization, then, a myth is an account, first, of the 
origin of the innovation, second, of its function and pur- 
pose, and third, of its efficacy (p. 27; see also Trice & 
Beyer, 1984). 
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It follows that a focus on symbols is concerned 


with examining the interpretations and mean- 


ings attributed by actors to the processes of in- 
teraction with other actors and understanding 
the social context in these terms (see also Rose, 
1962). 

The manner in which elements of organiza- 
tional structure, as symbols, have been invoked 
has ranged from internal, manifest symbols to 
external, latent symbols. With respect to the 
former, Wildavsky (1964, 1975, 1979; see also 
March & Simon, 1958; Lindblom, 1959; Pfeffer & 
Salancik, 1974; Hills & Mahoney, 1978; 
Hackman, 1985; Jonsson, 1982), for example, 
has steadfastly held that budgeting systems ac- 
complish many purposes beyond achieving con- 
trol, that they are at once forms and sources of 
power, and that they serve as a political advo- 
cacy device that is used by both budgeters and 
budgetees in the internal resource allocation 
process. . 

Consistent with this view, it has been argued 
that what géts accounted for shapes organiza- 
tional members’ views of reality and that the 
practice of accounting lends the appearance of 
rational organizational practice (Burchell et al., 
1980; Hopwood, 1978, 1983, 1984; Cooper et 
al., 1981; Bariff & Galbraith, 1978). Accounting 
gives a self-evident and apparently objective way 
of thinking, talking and doing, cloaked behind a 
veil of blandness. But here there is a shift from 
the conscious, active use of accounting to politi- 
cally advocate for some interest group, to a la- 
tent, passive use in the sense that organizational 
actors merely conform to the accepted ways of 
doing things, thus preserving the status quo 
with respect to power relations. 

Institutional’ theory (see, for example, Meyer 
& Rowan; 1977; Kamens, 1977; DiMaggio & 
Powell, 1983; Scott, 1987; Zucker, 1977; Astley 
& Van de ‘Ven, 1983) has served to extend the 
discussion#ef the roles of symbols in organiza- 
tions and society. The general theme of the in- 
stitutional perspective is that the organization’s 
survival requires it as much to conform to 
societal norms of acceptable behavior as to 
achieve high levels of production efficiency, par- 
ticularly in contexts with relatively indetermin- 
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ant tasks technologies and pervasive societal in- 
terest. Thus, many aspects of an organization’s 
formal structure serve to demonstrate its confor- 
mity with institutionalized rules (see also Gid- 
dens, 1983; Meyer, 1986). In particular, such ex- 
ternally legitimated, formal assessment criteria 
as budgeting systems have been suggested as 
being complicit in the social construction of or- 
ganizational processes rather than as merely ra- 
tional reflections of technical operations. Meyer 
& Rowan (1977) have further reasoned that so- 
cial institutions can avoid massive dysfunction 
by “decoupling” their external, symbolic dis- 
plays from backstage operating processes. This 
decoupling process, in turn, relies on organiza- 
tional members as well as external constituents 
to act in good faith and not take formal assess- 
ment criteria too seriously. 

To date, the institutional perspective has been. 
subjected to but limited empirical study. Gener- 
ally, it has been found that organizations devote 
considerable effort to developing and displaying 
their conformity to the expectations of external 
‘constituents in order to demonstrate a commit- 
ment to seeming rationality and thereby ensure 
society’s continued support (see, for example, 
Rowan, 1982; Ritti & Silver, 1986; Tolbert, 1985; 
Zucker, 1977, 1983). | 

The institutional perspective is not without its 
limitations, however, It has been criticized for: 
(1) lacking a sense of active agency where or- 
ganizational practices as symbols are developed, 
modified, and displayed to the environment 
(Cohen, 1968; Giddens, 1979; Perrow, 1985; 
_ Frombrun, 1986); (2) presuming that external 
imagery is in fact decoupled from internal 
operating processes (Powell, 1985 ); (3) reflect- 
ing only organizational level perspective 
wherein elements of formal structure represent 
merely cosmetic gestures (Perrow, 1985; Pow- 
ell, 1985; Meyer, 1984; Frombrun, 1986); and 
(4) being inattentive to the issues of power and 

group interest (Perrow, 1985; Frombrun, 1986). 
` In summary, rather than viewing aspects of or- 
‘ganizational structure, such as accounting, as 
caused by a technical drive for efficiency or 
merely as a product of internal politics, it has 
been suggested that organizational structural 
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elements are borne of powerful institutional 
forces, and thus are complicit in the linkage be- 
tween social rationality and political strategies 
promoted and exercised by society. Con- 
sequently, structural elements of organizations 
may be used as externally-oriented symbols — 
by society to dramatize forms of acceptable or- 
ganizational practice, and by organizations and 
subunits to demonstrate conformity to these 
norms. But, because of the relative scarcity of ` 
empirical work and the various criticisms that 
have been expressed, the full potential of the 
emergent perspective remains to be fully ap- 
preciated. Presently, it appears that research on 
this perspective is very dependent on the 
methods used, thus suggesting the need for 
further discussion such as provided in the cur- 


rent paper. 


Extension and implications 


From the foregoing analysis, various implica- 
tions as to research strategies may be derived. To 
the extent that accounting appears to serve sev- 
eral technical, political and symbolic roles, and 
within the symbolic role, at multiple levels (for 
example, internal-external representation, in- 
tentional political advocacy, and fomenter of un- 
questioned social norms), several qualitative re- 
search approaches appear to be relevant. Tabie 1 
presents a brief depiction of a range of poten- 
tially relevant research perspectives. In addition, 
by using multiple approaches, the presumptions 
of each approach may be brought under 
scrutiny, perhaps by playing them off amongst 
those of alternative approaches. Here, our con- 
cem is with juxtaposing multiple research ap- 
proaches, not so much to ascertain their 
similarities as to discover their differences. 
Further, as one shifts from viewing accounting as 
an intentionally used symbol to a latent, and in- 
deed masked symbol, one’s research strategy 
should shift from a focus on how an individual 
may use accounting to make sense of context, to 
how systems of people, interacting across both 
hierarchical levels and organizational-institu- 
tional boundaries, engage accounting. At issue 
here is the reflexivity of the social actors under 


‘QUALITATIVE METHODS 


547 


TABLE 1: Network of basic assumptions characterizing the subjective—objective debate within social science and cxamples 


Objectivist 
approaches to 
social science 

Section I 1 
À. Core reality as 
ontological aconcrete 
assumptions structure 
B. Assumptions humansasa 
about responder 
human 
nature 
C. Role of to the extent 
information that world is 
external and 
real, 
information is 
readily 
obtained and 
fully 
represents 
reality. 
D. Some machine 
favored 
metaphors 
Section II 
A. Basic - to construct 
epistemo- a positivist 
logical science 
stance 


to the extent 
worldisa 
concrete and 
evolving 
social process, 
information is 


problematically 


obtained to 
represent 
quickly 
changing 
causal 
relationships. 


organism 


of related research 
3 4 
reality as reality as 
contextual realm of 
field of symbolic 
information discourse 
humans as humans as 
information actors, 
processors symbol users 
to the extent to the extent 
that rela- that reality 
tions among rests not in 
pbhenomenaare theruleor 
relative rule following, 
rather than but in a system 
fixed and of meaningful 
real, the world action that 
isafieldofever renders itself 
changing form. rule-like, the 
Rather than a world may be 
passive viewed asa 
representorof patternof 
realityandits symbolic 
exchange relationships 
among social and meanings 
actors, sustained 
including the through a 
researcher, is process of 
viewed as human action 
altering and interaction. 
relationships. Information, 
as anetwork 
symbols, does 
not represent 
reality, itis 
reality. 
cybernetic theater, 
culture 
to map to understand 
contexts patterns of 
symbolic 
discourse created 


humans as social 
constructors, 
symbol 


creators 


to the extent 
that the world 
is a continuous, 
changing 
process, 
created with 
eachemerging ` 
relationship, 
symbolic 
modes of being 
in the world, 
such as through 
the use of 
language, may 
result in the 
development 
of shared but 
multiple and 


fleeting 


to understand 
how social 
reality is 
revelation 


Subjective 
approaches to 
social science 

6 


reality as 
projection of 
human 


imagination 


humans as pure 
spirits, 
consciousness, 
being 


to the extent 
that the 

social worid 
and what 

passes for 
reality isa 
projection of 
individual 
consciousness 
and the nature of 
the phenomenal 
world is 
accessible 

only through 
consciously 
phenomeno- 
logical modes 
ofinsight, 
information 

is non-existent. 


language game, 
accomplishment 


to obtain 
phenomeno- 
logical insight, 


(Continued on p.548) 
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TABLE 1. Network of basic assumptions characterizing the subjective—objective debate within social science and examples 


of related research (continued) 

Objectivist Subjective 
approaches to approaches to 
social science social science 

Section I 1 2 3 4 5 6 
B. Research lab historical contextual symbolic hermeneutics exploration of . 
methods experiments, analysis analysis of analysis pure subjectivity 
surveys Gestalten 
Interpretive research strategies 
C. Exampiesof behaviorism; open systems cybernetics social action ethnomethod- phenomenology 
social social theory (Burns (Ansari, theory; ology (Schurz, 1962, 
science learning & Stalker, 1977) grounded (Douglas, 1970; 1967; Sanders, 
research theory 1961) theory Garfinkel, 1982; Rogers,- 
development; 1967) 1983) 
symbolic 
interaction 
(Glaser & 
Strauss, 1967; 
Silverman, 1970; 
Rose, 1962; 
Denzin, 1978) 





Derived from Morgan & Smircich (1980), pp. 492, 494-495; see also, Dirsmith et al. (1985, p. 53). 


examination. To the extent that actors may not 
be fully aware of the symbolic roles of account- 
ing, the researcher may be unable to isolate 
those roles merely through data collection, but 
rather must rely more heavily on analysis and in- 
terpretation of the data. Here, then, the re- 
searcher plays a more prominent role, thus rais- 
ing a question as to the subjectivity of the re- 
searcher (or the researcher as creator of reality) 
that should in turn, consciously be addressed in 
the research strategy. 

To the extent that the social construction of 
reality is generally a long-term, gradual process, 
the research strategy should also focus on build- 
ing a knowledge of context, both historically 
(for example, by reviewing archival material 
concerning the organization and its external 
constituents) and for the contemporary organi- 
zation-societal context (for example, by con- 
ducting interviews with both organizational 
members and external constituents and by re- 
viewing relevant documentary material). Likely . 


candidates for analysis include heavily in- 
stitutionalized settings, such as. organizations ` 
having indeterminant task technologies that re- 
main highly reliant on external constituents for 
their support (to include such human service 
delivery organizations as hospitals, universities, 
governmental geriatric systems and public ac- 
counting firms). But, an inherent problem arises 
as to the lengthy time frame of this construction 
process. Because social construction is long- 
term, interpreting the role of accounting in such 
a process is problematic. Therefore, : examina- 
tion of a “natural experiment” spanining some or-. 
ganizational change may be desirable. Such a 
change could be either positiveror negative, in- 
volving the social forces surrquiding the de- 
velopment and implementation Gfsome new ac- 
counting systems, or the failure and removal of 
old accounting systems. Here, though, because . 
cause and effect, or accounting change and or- 
ganizational impact, tend to be loogely-linked or 
even nonexistent with respect to manifest rela- 
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tionships and involve many additional forces, re- 
search focus should remain on the social context 
and the interpretations of actors as opposed to a 
priort theories or the research methods 
employed. 


DIALECTICS AND DOUBLE REFLEXIVITY 


Discussions of the emergent view of account- 
ing have drawn on Burrell & Morgan’s (1979) 
analysis of the ontological and epistemological 
assumptions underlying organizational theory 
(e.g. Tomkins & Groves, 1983) as well as Berns- 
tein’s (1976, 1983) critique of hypothetico-de- 
ductivism (e.g. Chua, 1986a, 1986b). Both types 
of discussion have, however, tended to dwell on 
the philosophical underpinnings of various re- 
search perspectives rather than on the conduct 
of empirical research per se. We focus, by con- 
trast, on our efforts to empirically probe a sub- 
jective, indeterminate social reality in field set- 
tings. One approach we have found useful in 
doing field research is dialectic analysis. 

In contrast with the traditional perspective in 
which reality is seen as objective, empirical and 
rational, and where attention is directed at bet- 
ter knowing and representing it, the emergent 
perspective sees reality as subjective, ill-struc- 
tured, complex, anomaly-filled, fluid, and so- 
cially constructed. This latter stance is consis- 
tent with ontological and epistomological as- 

sumptions of idealism and existentialism, re- 

spectively (see Churchman, 1971; Mitroff & 
Mason, 1982; Popkin & Stroll, 1956; Burrell & 
Morgan, 1979; in accounting, see also Dirsmith 
et al., 1985). 

The existentialist stance assumes that reality is 
too complex and ill-structured to be meaning- 
fully represented by any one set of data, theoret- 
ical perspective or patterned explanation, no 
matter how comprehensive they may appear — 
paradoxically because they suppress conflict, 
anomaly and uniqueness. Instead, the existen- 
tialist perspective uses conflict and tension 
among different data sets, propositions and so- 
cial actors to acquire new knowledge by means 
of creating a tension or dialectic opposition 
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among the conflicting elements. In short, they 
juxtapose a thesis in the form of, or example, a 
theory or data set, and its antithesis, in the form 
of, for example, a competing theory or different 
data set that may refute the original thesis. The 
result of this dialectic process is a synthesis that 
may seek a resolution between the conflicting 
elements or even an entirely new conception of 
the phenomena of interest, or Weltanschauung, 
that would, in turn, serve as a thesis in sub- 
sequent iterations. But here, the synthesis pro- 
duced by the dialectic process is not one of ra- 
tional debate. Rather, and importantly for pur- 
poses of the current analysis, it emphasizes sub- 
jectivity and introduces the individual and the 
individual’s values as a necessary ingredient for 
assessing tension. 

Thus, synthesis comes about as a social pro- 
cess wherein subjectivity inheres in the process. 
Synthesis should result in a new conception of 
reality that represents a higher understanding of 
the problems, issues, premises and assumptions 
confronting the subject and researcher. This 
process tends, therefore, to be nonprogramma- 
ble and nonroutinizable in nature, and any 
resulting internal consistency and consensus in- 
vite skepticism: Too much agreement across 
theoretical perspectives, data sets, individuals, 
etc. invites the researcher to think that the com- 
plexities and indeterminacies of the phenomena 
under investigation are insufficiently under- 
stood and to initiate deeper probes; too little ag- 
reement implies the need for more general prob- 
ing and deeper penetration into the phenomena 
under study (Churchman, 1971; Popkin & Stroll, 
1956; Hegel, 1931; Kaufman, 1966). 

A research strategy using dialectic analysis 
promises insight into the complicity of account- 
ing, and indeed researchers, in the social con- 
struction of reality (for a discussion of tension 
within qualitative research, see also Miles, 1979; 
Manning, 1979; Brown, 1976; Lincoln & Guba, 
1985; for discussions of the applications of 
dialectics in field research, see Boland, 1978; 
Laurence & Glidwell, 1975; Mitroff et al., 1977; 
for discussions of its use in laboratory experi- 
ments see Cosier, 1982; Cosier et al., 1978; 
Schwenk, 1984; Schweiger et al., 1986). We see 
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dialectic analysis as one way of probing the pre- 
sumptions underlying or directing various 
theoretical perspectives, research subjects and 
researchers. As we will demonstrate with re- 
spect to our own research, dialectics may be use- 
ful in both the data gathering and analysis stages 
of field research. However, its use, like that of 
any other approach, is plagued with imperfec- 
tions.? What is needed is self-consciousness and 
reflexivity on the part of researchers directed at 
probing their own presumptions that underlay 
the research act. On this point, they should re- 
flect on their own detachment from both the 
original thesis and antithesis, and the possible 
role of synthesis in channelling and directing re- 
search attention and creating or, altering that 
which is observed. In part, this may be addressed 
or recognized by the active role of the research 
context, that may extend beyond the social site 
being studied, in the research act. This recogni- 
tion of setting entailing a creative leap has been 
termed double-loop learning or reflexivity, in 
which the individual attempts to learn how he or 
she has learned. 

Bateson (1972, 1979) saw reflexive thinking 
and self-consciousness as being meaningful re- 
sponses to paradoxes, or no-win situations, that 
arise in everyday life. More specifically, he de- 
fined paradoxes in terms of 


(1) the presence of an interpersonal relation- 
ship in which individuals feel it is vitally im- 
portant that they discriminate accurately 
what sort of message is being communicated 
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by others so that they may respond approp- 
riately; 

(2) a situation where individuals are interact- 
ing with others who are communicating two 
orders of message, often one that is literal and 
the other metaphorical, and one of these de- 
nies the other; and . 

(3)a situation where individuals are unable 
to comment on the message being expressed 
or discriminate as to which order of message 
should be responded to, Le. they cannot send 
a metacommunicative message. that com- 
ments on the existence of the double bind. 


By way of example, Bateson told of a series of 
experiments in which a group of zoologists 
studied the learning behavior of porpoises. To 
begin with; they rewarded the porpoises with 
fish every time they observed a certain set of be- 
haviors. After the mammals had learned what be- 
haviors resulted in reward, the researchers ` 
shifted to rewarding a different set of behaviors, 
and so on. After a very few interactions, the por- 
poises had apparently reflected on the context 
or learned how they had learned, that the 
zoologists were interested in rewarding be- 
havioral changes, not specific behavior per se. 
After this second learning loop had been 
negotiated, the porpoises engaged in behaviors 
never before observed in these animals. An in- 
teresting question is, who was conditioning 
whom? l 

Bateson reasoned that paradoxes may result 
either in aberrant behavior, wherein either one 


>We must confess to some discomfort, however, with the blind acceptance of dialectic inquiry as a panacea in qualitative 
fieldwork for at least four reasons. The first concerns the strong emphasis on creating a new understanding of reality during 
the synthesis phases, a purposefulness that may be inconsistent with a subjective ontological perspective. Second, the Hege- 
lian perspective is often seen as an idealistic concept in that it treats the world and its interconnections as mere reflections 
of absolutist, disembodied ideas. Third, although there is some confusion as to first and second levels of Hegelian inquiry sys- 
tems, some believe that dialectics represent a complete and closed system for knowledge generation. Fourth, on a more op- 
erational level, dialectic inquiry provides little insight into the sources of thesis and antithesis, the various forces examined, 
and how one governs the synthesis process (Schweiger et al., 1986; Chanin & Shapiro, 1985). On this point, Churchman con- 


cludes: 


Why the process should lead anywhere but down blind and narrow alleys unless there is a guide who has superior vision 
over the maze [is unknown]. The mere opposition of thesis and antithesis does not mean that the perspective is broad Cor 


correct) (1971, p. 176). 
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message or the other is exclusively followed, or 
in innovation (see also Campbell, 1970). He 
concluded that this latter condition requires the 
overlay of a learning loop over the double bind 
that, in turn, entails not learning per se, but a 
change in the process of learning (e.g. a correc- 
tive change in the set of alternatives from which 
choice is made rather than merely choosing one 
alternative). On this point, Bateson reasoned 
that: 


Zero learning is characterized by specificity of response 
which — right or wrong — is not subject to correction. 
Learning I is a change in the specificity of response by a 
correction of errors of choice within a set of alternatives. 
Learning II is change in the process of Learning L, e.g. a 
corrective change in the set of alternatives from which 
choice is made, or it is a change in how the sequence of 
experience is punctuated (1972, p. 293). ' 


Paradoxes and the possibility of double-loop 
learning confront the qualitative researcher at 
two levels — with the subjects studied and with 
the researcher as a subject. With regard to the 
former, Argyris (1976, 1988) sought to under- 
stand the social dynamics of control systems. He 
saw such systems as presenting organizational 
members with an inherent no-win situation. 
Here, the sheer information processing costs to 
develop a comprehensive, complex, top-down 
control system that would minimize both misun- 
derstandings by and injustice to subordinates (in 
the sense that the complexity of what they do is 
not reflected by the control system), would be 
so high as to prohibit its existence. Concerning 
this no-win situation, Argyris observed: 


Employees who are responsible and loyal understand 
these constraints but, in doing so, place themselves in a 
dilemma (a double-bind). Ifthey accept the high proba- 
bility of injustice as necessary, then they have acted to 
legitimize injustice. If they do not accept the necessity of 
injustice, they would be seen “as disloyal Those at the 
upper level may find it necessary to defend themselves 
from the dilemma (the double-bind) of having to be un- 
just in order to make the organization effective (1977, 
pp. 116-117). 


Thus, such control systems, by their very nature, 
may place both the controllee and the control- 
ler in a double-bind. 
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Argyris (1976) suggested that this paradox 
might be confronted, though not solved, 
through double-loop learning or reflexivity (see 
also Argyris, 1977, 1987, 1988; Manning, 1979; 
Miles, 1979; Van Maanen, 1979b; Campbell, 
1984, 1986b; Giddens, 1984). He suggested 
(1977) that this may be engendered by contrast- 
ing two viewpoints: the theories of control that 
practitioners espouse and the theories that prac- 
titioners use. The first involves the discourse 
that surrounds control systems — discourse that 
may, in fact, differ considerably from what actu- 
ally gets practiced. The second viewpoint in- 
volves programs of action that are “ruthlessly 
generalized and held tenaciously” by practition- 
ers and reflect an individual’s fundamental views 
of reality and guide what they actually do. It fol- 
lows that two foci of accounting field research 
are to study practitioner espoused theories vs 
their theories in use. 

A second paradox that arises concerns the 
issue of researcher as subject. Here, the question 
arises: How can a researcher who recognizes re- 
ality as subjective be objective? That is, not only 
should researchers using qualitative methods 
focus on accounting for how subjects account 
for accounting (Covaleski & Dirsmith, 1986), 
but should also reflect on their own complicity 
in creating a fluid, social reality (Rogers, 1983). 
Here, in discussing the role of the researcher in 
physics, even Einstein observed, “For the detec- 
tive, the crime is given, the problem posed: Who 
killed Cock Robin? The scientist must at least in 
part commit his own crime” (Einstein & Infeld, 
1938, p. 76). 

Researchers may exhibit reflexivity in 
perhaps four conscious ways: (1) by holding the 
presumptions of their own perspective in 
abeyance, or perhaps more accurately, recog- 
nize that they harbor these presumptions 
whether they be traditicnal or emergent in their 
orientation; (2 ) by recognizing that one thrust of 
qualitative research is to understand their own 
everyday reality; (3) by recognizing that the re- 
search act impinges on a subject’s reality — that 
what the subject espouses (Argyris, 1977; or in 
Van Maanen’s, 1979b, terms, “the presentational 
data”) may be specifically influenced by the re- 
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search act and that even the theories in use (Ar- 
gyris, 1977; or in Van Maanen’s 1979b terms, 
“the operational data” ) may also be altered; and 
(4) by recognizing the existence not only of es- 
poused theories of qualitative research, but also 
of theories in use, and that these two may be 
quite different. 


“DOING” QUALITATIVE, RESEARCH 


Interpretivism depends on language, sense- 
making and the actors’ reflexivity in understand- 
ing a social context. According to Schutz 
(1967), one attends to probing the “lived ex- 
perience” of actors by having them reflect on 
their experiences and attribute meaning to 
them. Here, experience can be understood only 
with respect to the meanings attached to it. 

Rather than viewing the experience and in- 
terpretations of individual actors as isolated and 
ideosyncratic, Schutz’s adherents see them as so- 
cial and intersubjective in the sense that the ac- 
tors also ascribe meaning to the actions of others 
in making their own experiences intelligible. 
Thus, socially constructed meanings and norms 
arise, forming an emergent, at least temporarily 
stable social world that becomes in- 
stitutionalized, is taken for granted and later is 
confronted by the individual. Research ques- 
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tions arising out of the interpretive stance in- 
clude: (1) how is a common sense of order pro- 
duced and reproduced in everyday life; (2) what 
are the institutionalized rules that govern the so- 
cial world; (3) how are these rules constructed 
and modified; and (4) what are the motives lying 
behind social actions? It follows that accounting 
may be seen as a temporarily stable, in- 
stitutionalized social construct that exerts influ- 
ence and is used by an individual to attribute 
meaning to actions (Willmott, 1985; Chua, 
1986a, b). 

The purpose of this section is to discuss our 
own research, that used qualitative methods, asa 
lived experience, wherein it is recognized that 
the researcher, the phenomena being studied, 
and the research methods used are seen to influ- 
ence one another (see, for example, Bernstein, 
1976, 1983; and Willmott, 1983). Fig. 1 presents 
a simplified model of the various forces we have 
examined across the studies. 

From among the various interpretative per- 
spectives, we have used grounded theory 
(Glaser & Strauss, 1967), action research (Sil- 
verman, 1970; Argyris, 1980), and ethnography 
(Van Maanen, 1979b; Sanday, 1979) in our field 
work. With respect to Table 1, the core ontolog- 
ical assumptions of our research were to view re- 
ality as a realm of symbolic discourse, wherein 
accounting is used as a symbol (column 4), and 
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Fig. 1. A model of organizational forms and internal structural properties 
in institutionalized settings. 
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as a social construction wherein accounting was 
actively constructed and deployed to express 
societal expectations and to demonstrate con- 
formity to these expectations by the organiza- 
tion (column 5). Thus, the interpretive research 
approaches employed allowed us to follow the 
‘phenomena of interest within our empirical 
work, albeit in an admittedly problematic way. 
We have, in turn, roughly classified these studies 
according to the research perspectives 
employed and tensions addressed, and arranged 
them in order of an increasingly subjective on- 
_ tological base (see Table 2). 


Qualitative vs quantitative observations 

The simultaneous use of qualitative and quan- 
titative methods has been previously discussed 
in the accounting literature. Abdel-Khalik & 
Ajinkya (1983), for example, have argued that 
. sucha simultaneous use allows the researcher to 
` triangulate methodologically on a phenomenon 
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of interest. They viewed qualitative methods, 
however, as merely a supplement and therefore 
subordinate to the quantitative methods — per- 
mitting future research to develop better quan- 
titative measures. In contrast, and drawing on 
Denzin (1978), Tomkins & Groves (1983) also 
advocated triangulation, but only within in- 
terpretive methods reasoning that hypothetical 
deductively based quantitative measures are in- 
appropriate to research into the social construc- 
tion of a subjective reality (e.g. columns 1 and 2 
methods depicted in Table 1 are inappropriate 
to researching column 4 phenomena). Thus, 
Tomkins & Groves considered qualitative 
methods not only more appropriate than quan- 
titative measures, but in fact the sole means of 
legitimate research. Extending this line of 
thought, Willmott (1983 ) observed that the dual 
use of qualitative and quantitative methods dis- 
torts Denzin’s (1978) conclusions that such a 
perspective overlooks the ontological assump- 


TABLE 2. A table of tensions 


Form of tension 


1. Qualitative vs quantitative research methods 


2. Traditional vs emergent theories ofaccounting; literal vs 
metaphoric action 


3. Perspectives spanning levels of social actors 


4. Tensions residing in researchers 
- Researches as researcher vs researcher as subject 
- Researcher as data gatherer vs researcher as analyst 


` Researcher as passive observer vs researcher as constructor 


' of social reality 
- Researcher as objective vs researcher as advocate 
- Researcher as omniscient vs researcher as learner 


Studies/research perspective 


Covaleski & Dirsmith (1981a)/grounded theory 
Dirsmith & Covaleski (1983 Yfunctionalist 
Covaleski & Dirsmith (1983 Vgrounded theory 
Covaleski & Dirsmith (1984 Vgrounded theory 
Covaleski et al. (1987 Vfunctionalist 

Covaleski et al. (1989 functionalist 


Covaleski etal. (1985 action research 


Covaleski & Dirsmith (1981b Yethnographic 
Covaleski & Dirsmith (1983 Ygrounded theory 
Dirsmith & Covaleski (1985a, 1985b Yethnographic 
Covaleski & Dirsmith (1986 ethnographic 
Dirsmith & Covaleski (1987a, 1987b Vethnographic 
Covaleski & Dirsmith (1988a, 1988b Vethnographic 
Covaleski et al. (1989 Yethnographic 


Covaleski & Dirsmith (1981b Yethnographic 
Covaleski & Dirsmith ( 1983 Vgrounded theory 
Diramith & Covaleski(1985a, 1985b ethnographic 
Covaleski et al. (1985 Waction research 

Covaleski & Dirsmith (1985 Vethnographic 
Dirsmith & Covaleski (1987a, 1987b Vethnographic 
Covaleski & Dirsmith (1988a, 1988b Vethnographic 
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tions underlying the interpretive perspective. 

While recognizing merit in Tomkins & 
Groves’ and Willmott’s position, we find value in 
using both qualitative and quantitative methods, 
but perhaps not as simplistically as Abdel-Khalik 
& Ajinkya implied. To begin with, one premise of 
the triangulation perspective is that the methods 
be used in harmony and in a relatively 
operationalist way. This perspective emphasizes 
convergent validity component of construct val- 
idity (Campbell & Fiske, 1959) and the minimi- 
zation of the surplus irrelevances (Cook & 
Campbell, 1976) inherent in a mono-method re- 
search design. Such a perspective seeks to ascer- 
tain that the phenomenon exists by means of 
having two research methods corroborate or 
-= converge on the same phenomenon. But em- 
phasis on convergent validity discourages a 
focus on disharmony or tension across methods. 
However, concern must also be directed at how 
observations gleaned from the qualitative and 
the quantitative may be different from one 
another, which Campbell & Fiske (1959) refer- 
red to as “discriminant validity”. Here, if the 
methods are truly different, their representative 
observations should not be congruent with one 
another, but rather reveal differing aspects of the 
phenomenon of interest and also suffer from dif- 
ferent methodological distortions. Through the 
use of qualitative methods, one may assess the 
underrepresentation of the phenomenon of in- 
terest by quantitative methods, or the degree to 
which such methods inadequately reflect com- 
plex and problematic facets of the phenomenon 
(Cook & Campbell, 1976; for related discussion 
of the use of quantitative and qualitative re- 
search, see also Downey & Ireland, 1979; Light, 
1979; Miles, 1979; Meyer, 1986). 

With regard to our own research, we have per- 
formed primarily quantitative augmented by 
qualitative empirical work (see, Dirsmith & 
Covaleski, 1983; Covaleski et al., 1987, 1989; 
Covaleski & Dirsmith, 1983, 1984), although we 
also find the qualitative backed by the quantita- 
tive potentially useful. With the former, an early 
set of projects focused on organizations operat- 
ing in dynamic and complex environments 
(Thompson, 1967), where our basic research 
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approach was predominantly functionalist 
(roughly columns 2 and 3 of Table 1), It elicited 
the subject’s reaction to case materials in a ques- 
tionnaire and examined the extent to which the 
evaluation of organizational activity by various 
constituents depended upon the task environ- 
ment of the focal company. Drawing upon Par- 
sons (1960) and Thompson (1967), and as ar- 
ticulated in a series of specifically stated propos- 
itions (consistent with prescriptions of Schutz, 
1967), we reasoned that in stable environments, 
performance appraisal tends to be mechanisti- 
cally performed, structured and unproblematic 
(ie. reality is a concrete process, column 2, 
Table 1), but that in dynamic complex environ- 
ments, it tends to be a more organic process 
where attention focused on assessing how the 
organization fits in with the local business envi- 
ronment (i.e. reality is a contextual field of infor- 
mation, column 3, Table 1). Subjects were spec- 
ifically asked to review and interpret the actions 
described in a case scenario and ascribe meaning 
to them. 

Having found support for our hypotheses, we 
conducted in-depth interviews to ascertain not 
the adequacy of the theory, but rather its in- 
adequacy in representing organizational per- 
formance appraisal and, more broadly, the rela- 
tionships between internal and external deci- 
sion-making. This qualitative approach revealed 
the underrepresentativeness of our theory and 
quantitative data (Cook & Campbell, 1976) and 
suggested five implications not revealed by our 
quantitative analysis: (1) not only is task envi- 
ronment and interpretive information more im- 
portant in uncertain settings, it may even dis- 
place quantitative, financial statement informa- 
tion, particularly for institutional level decisions; 
(2) performance appraisal measures appear to 
be negotiated between internal decision-makers 
and external constituents rather than being 
technically rational reflections of an objective 
reality, and that these negotiations define the 
action domain of internal actors; (3) the concept 
of organizational boundary and “unit of analysis” 
may be different from inside the organization 
looking out than from the outside looking in; (4) 
within even a quantitative approach, one may 
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examine substantive interrelationships between 
the phenomenon of interest and the research 
method used; and (5) while at an espousal level, 
social actors may see performance appraisal as 
an organic process (suggestive of a double-loop 
model), because of the need for external deci- 
sion makers to legitimate themselves and make 
comparisons across decision-makers, the actual 
performance used by external constituents 
tends to stress quantitative evidence and reflect 
a more mechanistic perspective (suggestive of a 
single-loop model). 

In a second project (Covalski & Dirsmith, 
1983, 1984), we followed a grounded theory ap- 
proach (column 4 of Table 1). The study began 
with an invitation from a nurse’s association to 
study nursing managers’ budgeting efforts. Con- 
sistent with extant research in the area (see, for 
example, Swieringa & Moncur, 1975), we ini- 
tially and perhaps naively employed a 
functionalist perspective (column 2, Table 1) 
and concerned ourselves with studying the role 
of budgeting in hospital cost containment ef- 
forts. Consequently, we modified and used an 
existing, traditionally oriented budget-related 
test instrument (Swieringa & Moncur, 1975) to 
elicit observations from representatives of the 
nursing association. But, the results we obtained 
failed to correspond to the traditional budgeting 
literature and we began to concentrate more on 
our data and less on our @ priori theories. We did 
this by regrouping our questions into what 
seemed to be downwardly directed budget uses 
(namely, to control the behavior of subordi- 
nates) and upwardly directed budget uses (for 
example, to influence hospital administrators) 
by nursing managers. Some potentially fruitful 
relationships began to emerge from the data. 

We then conducted in-depth interviews with 
numerous study participants to discuss these ap- 
parently conflicting budget uses. The questions 
we asked we invented in vivo — close to the 
point of origin, except for the basic questions, 
“Why are you interested in budgets?” and “What 
do you hope to accomplish with them?” 
(Mintzberg, 1979a; Van Maanen, 1979a). We dis- 
coyered that the nurses appeared less interested 
in using budgets to exercise control within their 
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area as to help them develop skills for advocating 
“the cause” of their area. Continuing our efforts 
to develop a grounded theory of budgeting, we 
began to describe the dichotomous use of 
budgets we had found to nursing manager 
groups in continuing education seminars and 
hospital meetings, and we noted a growing re- 
ceptivity to the two budgetary uses, with a par- 
ticular enthusiasm accorded to the advocacy 
use. 


We predicated our emergent theory on at 
least four forms of evidence. First, it is supported 
by the act of the nurses’ association requesting 
help in understanding budgeting systems set 
against the backdrop of its socio-political work 
environment. Second, it is supported by findings 
derived from a modified version of the Swiering 
& Moncur (1975) test instrument as to the 


. dichotomous downward and upward uses of 


budgets. Third, it is supported by the interviews 
conducted with individuals participating in the 
questionnaire portion of the study. Fourth, it is 
supported by the substance of an ongoing 
dialogue with nursing services representatives 
in the contexts of continuing education semi- 
nars and discussions at various hospitals. 

In summary, regarding the issue of quantita- 
tive vs qualitative observations, we found the 
analysis of quantitative data gleaned from 
functionalist research inherently problematic. 
The support it lent the traditional accounting 
perspective (see, for example, Swieringa & Mon- 
cur, 1975) weakened when we implemented 
the interpretive stance’s position that research 
interpretations be shared with subjects to ascer- 
tain if they were consistent with their lived ex- 
periences, We also observed that research 
results are not necessarily artifacts of the re- 
search approach employed (Tomkins & Groves, 
1983). On this point, we had initially used a 
functionalist perspective, but when we concen- 
trated more on the quantitative data and less on 
the traditional theoretical perspective, the 
power of the symbolic role of budgeting as an ad- 
vocacy device eventually affected our analyses 
and concomitant understanding of budgeting. In 
order to do this, we relaxed the categorizations 
of our data suggested by the orthodox theory of 
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budgeting, listened more to what our subjects 
were telling us during interviews, examined the 
direction and strength of our regrouped quan- 
titative observations without regard to our a 
priori theories, and began to understand the up- 
wardly directed, advocacy dimension of budget- 
ing. We began to see that the role of the actors 
and their resulting lived experiences (for 
example, a budgeter or a budgetee ), strongly in- 
fluenced the perceived role of accounting in 
terms of making various actions intelligible. We 
also concluded that the image portrayed of how 
organizations control themselves may not be 
equivalent to how they actually effect control 
backstage — the talking and doing of budgeting 
may be decoupled from one another. 

The doing of quantitative backed by the qual- 
itative methods proved a useful approach in a 
number of ways. First, although appraisals of the 
relative merits of description vs prescription vs 
explanation abound in the literature, we found 
that doing descriptive research was difficult 
(Miles, 1979) in. that we became excessively 
burdened by various preconceived theories. 
Our preconceptions strongly influenced our 
theorizing and choice of quantitative methods, 
which would have affected our results if we had 
used them in isolation. Second, we had to work 
at listening to our subjects more and to our 
theories less. Third, we also had to go béyond 
merely listening to our subjects, for their under- 
Standing is not a privileged view of their own or 
others’ actions because of the gap that exists be- 
tween doing and talking. Rather, we had to treat 
what they said with some skepticism (Van 
Maanen, 1979b) and also take responsibility for 
a creative leap beyond our data in forming in- 
terpretations (Manning, 1979; Mintzberg, 
1979a). Fourth, while we found quantitative 
methods to be useful, we also found them to be 
subordinate to qualitative methods; they could 
be, however, quite useful as dramaturgical de- 
vices for stimulating the espoused theorizing 
(Argyris, 1977) of subjects during interviews. 
And fifth, we found the product of our research 
to be increasingly problematic as we adopted a 
more interpretative stance, shifting away from a 
first order concern (Christenson, 1983) of doing 


MARK A. COVALESKI and MARK W. DIRSMITH 


accounting differently, toward a second order 
concern of having subjects account for account- 
ing in the sense that we examined how subjects 
interpreted their use of accounting as a lived ex- 
perience. 


Traditional us emergent theories of accounting 
One claim often expressed by theorists who 
see accounting as complicit in the social con- 
struction of a subjective reality rather than 
merely being reflective of an objective reality, is 
that the traditional school uncritically accepts 
its own presumptions. The same may be said, of 
course, of the emergent school, that it insuff- 
ciently questions its own ontological presump- 
tions. Consistent with the theme of adopting 
multiple paradigmatic views (Burrell & Morgan, 
1979) and thinking in circles (Weick, 1979), we 
have found it useful to establish a tension be- 
tween the traditional and emergent perspectives 
— not to isolate a champion perspective, but 
rather to assess how each may offer differing in- 
sights into the actions and the talk describing 
these actions that takes place in organizations. 
The specific piece of research relevant here 
entailed an action research approach (Silver- 
man, 1970; Argyris, 1980, 1988) to developing, 
implementing and evaluating a computerized 
budgeting system in the Pennsylvania Depart- 
ment of Aging (Covaleski et al., 1985). The 
action approach included three stages in the re- 
search cycle: (1) the diagnosis stage, in which 
practitioners and researchers collaborated to 
produce a change strategy; (2) the change stage, 
in which the strategy was implemented; and (3) 
the evaluation stage in which practitioners and 
researchers collaboratively evaluated the dy- 
namics of the change (Lewin, 1948, Silverman, 
1970; Elliot, 1978; French & Bell, 1973; Argyris, 
1980; Peters & Robinson, 1984). Within this ap- 
proach, the social setting of the study and the 
problems it faces are more important than an a 
priori theory, although this orientation itself 
may channel and direct the researcher’s atten- 
tion. On this point, the social setting desiring a 
change, and the problems social actors see as 
needing a solution do normally exist before the 
research is undertaken. In addition, the general 
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direction of the possible solution set may also be 
established a priori. Thus, social setting, prob- 
lems and a priori perspectives tend to plague 
action research, thereby suggesting the con- 
tinued need for reflexivity by researchers even 
here. 

Action research helps one examine social 
phenomena, not by transforming them into 
quantitative terms, but by confronting them on 
their own naturalistic terms so that they reveal 
the meaning practitioners assign to actions and 
events as they act. To the extent that action re- 
search pointedly involves practitioners talking, 
doing, and attributing meaning to action, it also 
helps to establish a tension between the prac- 
titioner’s espoused theories vs theories actually 
in use. Also important, according to later action 
theorists (notably Argyris, 1980, pp. 32-35, 
1988), action research may encourage a self- 
critical approach to studying problems imbed- 
ded in a social context in that the researchers 
themselves become participants in the change 
process, and should reflect their own actions. 
Thus, action research can facilitate reflexive 
analysis for both practitioners and researchers. 
On this point, within our published journal arti- 
cle (Covaleski et al., 1985), the comparison and 
contrast of the traditional and emergent theories 
appeared to be relatively straightforward and 
nonproblematic; here, we as researchers gave 
the appearance of being in a relatively superior 
position with respect to the knowledge bases 
applied and interpretations formulated. In prac- 
tice, the application of competing theories arose 
in the processes of data gathering, analysis and 
interaction with reviewers (Campbell, 1984). 

Our research started with the practical prob- 
lem of producing a computerized budgeting sys- 
tem for the state geriatric network, rather than 
with a theoretical question. This specific study 
included numerous and extensive collabora- 
tions with practitioners who ranged across 
hierarchical levels in the Pennsylvania geriatric 
system. These collaborations occurred over 
three and a half years and involved hundreds of 
hours of interaction designed to (1) diagnose 
the information-reporting and use problems of 
the geriatric system in order to produce a com- 


puterized budgeting system for the network; (2) 
implement this system; and (3) evaluate the 
change process and its effects. This collabora- 
tion helped us specify the interpretations of and 
meanings attached to the actors’ social contexts 
and budgeting in terms of accounting’s tendency 
to produce a common sense of social order. We 
supplemented verbal collaborations with exten- 
sive reviews of such archival information as 
enabling and regulatory legislation, organiza- 
tional charts, position descriptions, procedural 
manuals, and analysis of the implementation and 
use of the budgeting system. 

During our analysis of observational data, the 
hierarchical position of the actor — geriatric sys- 
tem administrator vs technocrat (Mintzberg, 
1979b ) — arose as important to understanding 
that the relative usefulness of the traditional vs 
emergent theory shifted as we considered one 
position versus the other (the idea of hierarchi- 
cal position appears again in the next subsec- 
tion), and as we considered practitioner es- 
poused theories vs their theories in use. For 
example, we found that both the traditional and 
emergent perspectives offered some insight into 
the espoused and applied theories of the ad- 
ministrators. With respect to the traditional 
school, system administrators used budgets in 
articulating organizational goals at an espoused 
level even though they admitted that it failed to 
fully reflect what budgeting is supposed to 
monitor (Argyris, 1977). Despite this inference 
of underrepresentativeness, the administrators’ 
actions were to make it more complex under the 
guise of making it more reflective of reality (Kap- 
lan, 1984). While espousing the desirability of 
maintaining subunit autonomy and lateral com- 
munications, the administrators actively used 
budgeting to establish more control over 
budgetees and to support vertical communica- 
tions, despite their expressed concern for par- 
ticipation by budgetees. 

As for the emergent perspective, and consis- 
tent with Meyer & Rowan (1977) and DiMaggio 
& Powell (1983), much of the impetus for 
adopting budgeting appeared to come from a de- 
sire to conform to institutionalized mandates so 
bringing internal activities into line with societal 
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expectations — especially in terms of coercive 
isomorphism (DiMaggio & Powell, 1983). We 
were surprised to find the inherently political 
activity of advocating the geriatric network to be 
readily recognized at an overt as opposed to a 
covert level. Administrators acted as though this 
were a natural, expected thing to do. In turn, 
they used budgeting passively to demonstrate 
compliance with resource provider require- 
ments. But the budgeting system in use appeared 
to centralize power by enforcing what was to be 
done and for whom it was to be done. Also, and 
consistent with Argyris (1977), we discovered 
the double-bind posed by control systems to be 
recognized at the espoused level. The adminis- 
trators saw that budgeting did not reflect techni- 
cal core activities, but this problem went 
beyond their control to the extent that budget- 
ing was Federally mandated (Meyer & Rowen, 
1977). They expected lower level operational 
managers, however, to carry on in good. faith 
(Argyris, 1977), perhaps in the belief that as the 
mix of services and clients changed from with- 
` out, demonstrations of compliance would at- 
tract more resources and the aged would be bet- 
ter served. In actual practice, the administrators 
appeared not to address the double bind; in- 
stead, they skirted the issue by imposing more 
complex reporting and budgeting procedures. 

Thus, the traditional view promoted an under- 
standing of the theories espoused by adminis- 
trators to both lower level staff and external re- 
source providers. When faced with problems, 
they sponsored more technically rational ac- 
countings ostensibly to foster efficiency. By con- 
trast, the emergent school promoted an under- 
standing of the theories actually practiced by ad- 
ministrators — namely, we found that they used 
accounting purposely for political advocacy. and 
that they Viewed this behavior as natural and in- 
herent in their role as members of the strategic 
apex. In terms of reflecting on actions, adminis- 
trators ascribed little meaning to the difference 
between the worlds of talking vs doing. 

We also found the traditional theory of 
budgeting helpful in examining the espoused 
theories in use of geriatric system technocrats. 
To begin with, they saw budgeting as useful in 
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campaigning for the geriatric system, even 
though the traditional view does not emphasize 
advocacy. Budgeting as required by federal and 
state laws: coercive isomorphism (DiMaggio & 
Powell, 1983) strikes again. Its relevance, espe- 
cially in an era of cutbacks in social programs, lay 
in its ability to give an appearance of rationally 
using scarce resources. Internally, it was seen as 
an effective tool by the technocrats for stretch- 
ing each grant dollar as far as possible. Thus, 
once one presumes the tenets of traditional 
budgeting theory, that theory promotes an un- 
derstanding of the perceptions and uses of ac- 
counting information among the DOA technoc- 
rats. 

But if one resists these presumptions, the em- 
ergent theory can also help. Consistent with 
Meyer & Rowan (1977, p. 342) and DiMaggio & 
Powell (1983, p. 49), the increasing structura- 
tion (Giddens, 1979, 1983) of the geriatric sys- 
tem, reflected in part by the adoption of the new 
budgeting system, appeared to be strongly fuel- 
led by normative isomorphism: the profes- 
sionalization of governmental administration 
through a Masters of Public Adminstration edu- 
cation that encourages the workforce of 
technocrats to establish a common philosophi- 
cal base, legitimize its professional autonomy, 
and thus further bureaucratize the geriatric sys- 
tem. Helped by budgeting, authority and power 
appeared to centralize at an in-use level (Boland, 
1978, pp. 887-889; Cooper et al., 1981, pp. 
182-183), whereas, at an espoused level, this 
tendency, masked by the self-evident relevance 
of accounting (Hopwood, 1983b, pp. 288-293), 
appeared to go unrecognized by the technoc- 
rats. Furthermore, as the interactions among the 
operational managers increased, as the interor- 
ganizational network of the geriatric system be- 
came more sharply defined, and as the amount of 
information created by the budgeting system 
and compliance reporting grew, the system ele- 
ments did become more homogenous with re- 
gard to what they did, how they did it, whom 
they did it to, and how they reported their ac- 
tivities. Rather than refiecting reality, budgeting 
systems actively helped construct reality in that 
they delimited both the ranges of actions possi- 
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ble and the specific activities performed by the 


service delivery managers (DiMaggio & Powell, . 


1983; Hopwood, 1983; Boland, 1978). Thus, the 
emergent school of thought helped reveal those 
forces at work in the geriatric system that were 
neither broached nor recognized by the tradi- 
tional school. 
In summary, with respect to the issue of tradi- 

tional vs emergent theories of accounting we 
conclude that one can profitably use multi- 
theoretical perspectives to understand differing 
facets of accounting and to question the pre- 
sumptions of both the traditional and emergent 
schools of thought. ory 


Perspectives spanning levels of social actors 
Emergent accounting theorists (e.g. Cooper et 


al., 1981) have suggested that traditionalist re- 


searchers tend to adopt the perspective of either 
upper management or accountants while con- 
ducting research. Even where budgetees have 
been studied, for example in budgetary partici- 
pation studies, the goal has been to enhance con- 
trol so as to improve the efficiency or effective- 
ness of the controlled. On this point, however, 
merely adopting the perspective of the control- 
lee will not eliminate distortion for theirs also is 
not a privileged view of “truth”. One specific ten- 
sion successfully employed in a number of 
studies concerned contrasting perspectives ac- 
ross hierarchical levels and between the organi- 
zation and its external constituents (Covaleski & 
Dirsmith, 1981la, 1981b, 1981c, 1983, 1986, 

1988a, 1988b; Dirsmith & Covaleski, 1985a, 
1985b; Covaleski et al, 


In the first study to be considered here 
(Covaleski & Dirsmith, 1981b, 1981c), and as- 
suming an ethnographic perspective (Van 
Maanen, 1979b; Sanday, 1979), our purpose was 
to examine the implementation and failure of 
MBO systems championed by the central ad- 
ministrators in two hospitals during a period of 
marked cost increases and an externally im- 
' posed demand for cost containment. Taking an 
approach based on the notion of pathology (that 
is, starting with failure and working back to 
causes ), we found that the birth, life and death of 


1985;.Dirsmith: & _ 
Covaleski, 1987a, 1987b; Covalesici.et al, 1989). | 
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MBO dramatized the inherent tension between 
central hospital administrators and doctors in- 
terested in preserving their professional 
autonomy, a self-reported focus on serving pa- 
tients and supporting lateral communications 
with peers. We found not only that MBO influ- 
enced the organization, but also that the tension 
between the administrators and the doctors pro- 
duced a mutated form of MBO. 

In effect, this planning and control mechanism 
had to be negotiated between dominant coali- 
tions; “rationality” was not self-advocating. Re- 
garding the relation between actions and object- 


ives, a tension appeared between two levels of 


strategic activity in the hospitals. At the institu- 
tional level, the concepts of organizational do- 
main and overall direction dominated in that ad- 
ministrators remained deeply engaged in . 
perimeter establishment and defense, devising 
administrative systems to ensure compliance 
with the reporting requirements of the Federal 
government and third-party reimbursement or- 
ganizations, and informationally binding their 
sub-units together. But at the sub-unit level, 
manager-doctors also had goals and they took 
action. These goals were organization-related in 
that the institution provided the resources 
necessary to act on them. Lacking, however, was 
evidence that these were organizational goals, 
or, of they were, if they should have had any im- 
port for the institution. They “lived in the heads” 
of the doctors. With the management technol- 
ogy form of MBO, these goals and strategies had 
to be formally articulated in an a priori way and’ 
integrated with those of the other sub-units to 
form a network of organizational goals. Once 
these goals had been integrated and 
documented as organizational goals, much of 
their variety or heterogeneity was filtered out, 
and the doctors actively resisted the formal 
MBO system. A derivative, mutated form of MBO 
allowed these goals to be those of individual sub- 
unit managers that need not be articulated in a 
fixed form. Consequently, a relationship de- 
veloped between doctor actions and health care 
delivery goals, although it was not necessary that 
goals fire actions, and the goals no longer had to 
be formally articulated as formal organizational 
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goals. Thus, the tension between administrators 
and doctors permitted us to study how a plan- 
ning and control device transforms an organiza- 
tion, and is, in turn, transformed by its applica- 
tion in a specific, social context. 

A second pair of studies reflecting grounded 
theory (Covaleski & Dirsmith, 1983) and ethno- 
graphic approaches (Covaleski & Dirsmith, 
1986), focused on the tensions surrounding the 
newly created position of nursing manager 
(NM). The study involved participation of both 
NM subordinates (nurses) and superiors (nurs- 
ing administrators and hospital administrators ) 
as they all coped with a recently implemented 
computerized budgeting system. These studies 
set out first to ascertain whether one could use 
the emergent view of budgeting as a source and 
form of power and politics in organizations to 
explain the NM’s apparent desire to advocate 
nursing services needs (Pfeffer, 1981). Second, 
we wanted to see if budgeting was complicit in 
delimiting the problems and ranges of actions 
identified and taken by budgetees and in defin- 
ing their reality, namely by specifying what was 
measured, how it was measured, to whom it was 
reported, and the degree to which it was mis- 
specified, delayed, suppressed and overloaded. 
Third, while politically motivated decisions may 
be cloaked in rationality, we also attempted to 
be doubly reflexive by probing instances where 
ritualistic, political ceremonies legitimated fun- 
damentally rational decisions (Meyer, 1984). 
Fourth, we attempted to study the extent to 
which participants exhibited signs of being dou- 
bly reflexive and sensitive to the existence of the 
double binds budgeting can occasion. 

We found that NMs seemed to be (1) con- 
strained from gaining access to budgetary-advo- 
cacy information; (2) undermined in the per- 
formance of managerial functions by erroneous, 
irrelevant, suppressed, filtered, tardy and time- 
consuming information; and (3) contained in 
the top-down (Mintzberg, 1979a) or control- 
over (Boland, 1978) portion of the organization. 
Significantly, despite the fact that the NMs ap- 
peared to be exploited, the NMs themselves, in- 
cluding the heretics (Cooper et al., 1981) 
among them who saw budgeting as a “shell 


game”, did not believe that their superiors in- 
tended to exploit them. They believed that the 
administrators themselves faced constraints and 
that the dysfunctional features arising in the sys- 
tem had gone beyond their control (Meyer & 
Rowan, 1977; Argyris, 1977). Similarly, they did 
not hold the budgeting system solely responsi- 
ble for retarding the performance of their advo- 
cacy functions. The clinical background they en- 
joyed, the positive responses they received 
when caring for their patients, the tensions ex- 
pressed in the form of expectations of their sub- 
ordinates and their supervisors, union pressures, 
and a lack of managerial experience, all com- 
bined to turn the NMs inwardly to the nursing 
service area — the traditional, relatively power- 
less position of the “head nurse”. 

Ironically, and consistent with Meyer's 
(1984) reasoning, it also appeared that the hos- 
pitals used political ceremonies to legitimize 
fundamentally rational decisions. For example, 
most nurses saw their promotions to the NM 
position to be a symbolic gesture. Yet from a hos- 
pital administrator’s point of view, this symbolic 
act was rational. The need to contain costs was 
real. Any effort like the “promotion” of head 
nurses to nursing managers and the “objectified” 
use of budgeting to mask the preservation of the 
status quo might be a useful tactic for containing 
costs in the sense of keeping unionization pres- 
sures at bay. While such tactics may misrepre- 
sent nursing, the hope no doubt remained that 
the nurses’ loyalty and desire to act in good faith 
would carry the hospitals through its own dou- 
ble-bind (Argyris, 1977). But perhaps not. Many 
of the NMs either exhibited signs of “burn out” 
or were leaving their hospitals. 

Another important set of implications in- 
volves the idea of single- and double-loop learn- 
ing (Bateson, 1972, 1975; Argyris, 1977). We 
could not dismiss the traditional school of 
thought as being without merit. At a single-loop 
level (Bateson, 1972; Argyris, 1977), wherein 
the underlying assumptions of the accounting 
model go unquestioned, certain remedial 
actions might still improve things. For example, 
computer error clearing could be delegated to 
an NM assistant, NMs could be sent to budgeting 
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seminars, responsibility and authority could be 
matched, and so forth. But such actions would 
leave questions about the model itself unaddress- 


ed. At the second-loop level, the underlying pre- 


sumptions of accounting could come into ques- 
tion, and accounting could be “accounted for” 
and double binds could be recognized. Many of 
the NMs, and particularly the heretics, did 
exhibit double-loop learning by actively engag- 
ing in accounting for accounting: They had 
begun to correct for systemic errors by changing 
the set of alternatives from which actions were 
taken. They had begun to “game”. We believe it 
important to ascertain whether hospital ad- 
ministrators (or even system designers and re- 
searchers) enjoy a corresponding second loop 
of learning by confronting the double blinds, as 
well as persuade those they control to do so, in 
order to foster the creative learning some of the 
NMs exhibited. 

Consistent with the ethnographic perspect- 
ive, these studies focused on how individuals at- 
tributed meaning to accounting. In contrast, the 
claims, for example, that the realm ofaccounting 
lies beyond the control of any one individual, or 
that it helps maintain the status quo of power re- 
lations, may not be as usefully studied via an eth- 
nographic perspective. Consequently, we de- 
cided to study subunits in relation to a wider so- 
cial network, rather than focus on individual ac- 
tors. Here, the analysis stage of research and the 
interpretations by the researchers played more 
prominent roles. 

Thus, the next study to be considered focused 
on the budgetary tension within a university set- 
ting among: a specific college, the university 
campus in which it was nested, the multi-cam- 
pus university system, the state legislature and 
its supporting technocratic advisory committee, 
and the state governor and his technocratic ad- 
visory committee (Covaleski & Dirsmith, 1988a, 
1988b). It focused on examining budgeting as a 
symbol, but one used asymmetrically to stimu- 
late various budgetary actors to take wide-rang- 
ing actions (Rose, 1962). This symbol, though, 
was historically imbedded in the university-state 
subculture, thus, in a sense, was at once a pre- 
existing social artifact and yet needed to be con- 
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tinually reproduced in ongoing social interac- 
tions (Cohen, 1968; Giddens, 1979; Roberts and 
Scapens, 1985). Here, the vehicles through 
which societal expectations were expressed 
were the budget and budgetary negotiations. We 
concentrated on examining the university's con- 
struction of a rational-appearing budgetary 
facade for the governor and legislature. In turn, 
we also studied the state’s use of the budgetary 
process as a political ceremony to mask and 
legitimize an apparently rational and strategic 
decision of cutting back the university’s re- 
sources and resource base (Meyer, 1984). 

To begin with, an analysis of archival material 
spanning eighty years revealed a close rapport 
between the university and the state during a 
period in which tension appeared to be largely 
absent. During this period, the State of Wiscon- 
sin and its land grant university had collaterally 
developed a strong tradition of inventing and 
then applying technical expertise and 
mechanisms to the management of public re- 
sources, a tradition strongly resembling norma- 
tive isomorphism (DiMaggio & Powell, 1983). It 
reflected a desire to develop and then apply ra- 
tional mechanisms to the professional administ- 
ration of the system, thereby depoliticizing deci- 
sion-making at the state level, at least in appear- 
ance (DiMaggio & Powell, 1983; Hopwood, 
1983a, 1983b). It also reflected the desire of ex- 
perts to develop an independent knowledge 
base they could apply to society’s needs thereby 
gaining professional recognition and autonomy 
(Larson, 1977; Mintzberg, 1979a). The historical 
record also suggested that the key actors be- 
lieved rather vigorously in the rational and com- 
prehensive administration of resources; in turn, 
it appeared that they saw budgeting as a device 
for actually fostering technical rationality in de- 
cision-making (Ijiri, 1965, Horngren, 1977; see 
also Hackman, 1985). Importantly, this rational 
administrative approach appeared to be largely a 
product of social invention wherein demand fac- 
tors (the state) and supply factors (the univer- 
sity) co-mingled to produce the climate of 
bureaucratic structuration (DiMaggio & Powell, 
1985), and perhaps even co-produce the 
demand and supply themselves (Powell, 1985). 
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They, therefore, emphasized developing better 
ways of doing budgeting rather than questioning 
the act of budgeting, which they took for granted 
(Hopwood, 1983a, 1983b; Meyer & Rowan, 
1977). 

The act of budgeting began to be taken more 
seriously, however, when two funding studies 
exposed a systematic, long-term, significant re- 
duction of the university’s budget throughout 
the 1970s. As revealed during in-depth inter- 
views, the university's 1983—1985 budget re- 
quest, in turn, reflected its unilateral abandon- 
ment of the traditional budgetary dialogue in 
favor of one of its 'own making that qualitatively 
emphasized specific areas of academic activity. 
Contrary to Meyer & Rowan’s (1977) proposi- 
tion that external imagery and backstage proces- 
ses tend to be decoupled from one another, the 
old budgeting system had begun to influence the 
internal allocation of resources among various 
colleges and campuses during the period of 
financial decline (Powell, 1985; Whetten, 1980; 
Frombrun, 1986). Internally, a new budgetary 
process was invented to better serve the advo- 
cacy function (Wildavsky, 1975; Hills & 
Mahoney, 1978), and the process of internal 
politics and tensions emerged (Pfeffer & Salan- 
cik, 1974, 1978), pitting college against college 
and campus against campus. The university’s 
emphasis shifted to identifying external con- 
stituent values, matching these with internal ac- 
tivities, and then documenting and displaying 
these activities to the state so as to develop and 
legitimate a new budgetary relationship (Meyer, 
1986; Tolbert, 1985; Powell, 1985; Perrow, 
1985; Ritti & Silver, 1986; Hackman, 1985). 

Tension between the university and first the 
governor and then the legislature arose when 
the state rejected the new budget, imposed al- 
ternative budgetary configurations, and then 
dramatically cut the university’s funding further, 
thereby reminding it who was the budgeter and 
who was the budgetee. Unlike previous research 
that tended to treat budgeting primarily from 
the standpoint of a single level of analysis — the 
budgetary unit such as a department, or at most 
two levels of analysis —- our work sought to 
achieve an understanding of the contested 
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budgetary interactions among the four levels of 
actors studied (Frombrun, 1986). While we cor- 
roborated many of the single-level observations 
reported in earlier research, we found that the 
interplay among the various levels offered more 
complex insights into subunit-organizational-in- 
stitutional budgeting process. For example, we . 
found that normative isomorphism, and to some 
lesser degree, mimetic isomorphism (Di Maggio 
& Powell, 1983) appeared to be very strong 
forces during the developmental stages of the 
emerging budgetary relationship between the 
university and the state (Whetten, 1980). By 
contrast, during the mature years, because 
societal expectations had become relatively in- 
stitutionalized and taken for granted, mimetic 
isomorphism reigned. In the declining years, 
coercive isomorphism dominated and the state 
actively enforced budgetary compliance along 
with the relatively passive, mimetic isomorphic 
pressure to install a common mechanism for 
comparing disparate state agencies. We con- 
clude that multi-level research employing a . 
dialectic analysis across levels holds much 
promise for those studying the.various facets of 
budgeting. l 

Thus far, we have focused primarily on using 
dialectic tensions across hierarchical levels dur- 
ing the analysis stage of research. But one may 
also use it in the data gathering stage in two 
ways. First, one can use the reports of predeces- 
sor interviewees of differing hierarchical levels 
to stimulate subjects who may corroborate or 
refute the positions of the other subjects; these 
positions may, in turn, be shared with previous 


- interviewees in an iterative fashion (Covaleski & 


Dirsmith, 1983; Dirsmith & Covaleski, 1985a, 
1985b; Covaleski et al., 1989). Second, one can 
bring participants of different ranks together 
into small groups to be interviewed as a unit; 
views may be either corroborated or refuted 
during such sessions (Dirsmith & Covaleski, . 
1985a; 1985b; Covaleski et al., 1989). Obvi- 
ously, a representational bias becomes a threat 
here (Van Maanen, 1979b) with each party pos- 
sibly trying to present certain images to others; 
we have found that interviewing contiguous 
ranks appears to minimize this threat. Perhaps 
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ironically, this image maintenance may also be 


usefully seen as a subject of study. 

By way of example, the purpose of a study 
employing predominantly an ethnographic ap- 
proach was to study the multiple roles of men- 
toring in public accounting firms (Dirsmith & 
Covaleski, 1985a). During the data gathering 
stage, interviews were conducted at three 
natural group meetings, one large (eight mana- 
gers, one junior partner and two senior 
partners) and two small (one each of senior 
managers, newly promoted partners and very 
senior partners). During the latter two inter- 
views, for example, we broached the issues of 
the power and politics of practice in terms of 
“numbers orchestration” (advocacy; Pfeffer, 
1981) in the partner promotion process and 
“perceptions management” of senior partners by 
proteges. In both situations, the manager and 
younger partner joined forces and became 
animatedly insistent that such politicking does 
exist and must be attended to for proteges to be 
successful in the promotion process. By con- 
trast, the senior partners at first denied that such 
politicking existed and that excellence and 
client service alone were enough. But then, after 
45 minutes of discussion, they “guessed” the 
management of perceptions was indeed true, 
but they deeply regretted it. 

Derivative tensions that emerged from this 
juxtaposing of hierarchical levels during group 
interviews included (a) formal vs informal com- 
munications (Covaleski et al., 1989), with the 


views of upper echelons being served by formal - 


communications, and individuals at lower eche- 
lons being served by informal processes; (b) 
national offices vs practice offices of CPA firms 
(Covaleski & Dirsmith, 1985b; Covaleski et al., 
1989), with the national offices influencing and 
being influenced by forces associated with the 
left hand portion of Fig. 1 (for example, the need 
to legitimate) and practice offices influencing 
and being influenced by forces on the right hand 
portion of Fig. 1 (for example, a desire for 
autonomy ); and (c ) younger vs older practition- 
ers (this tension is closely associated with 
hierarchical ranks ), women vs men, and possibly 
majorities vs minorities (Covaleski & Dirsmith, 


1983, 1986; Covaleski et al., 1989) in the sense, 
for example, that non-traditional professionals 
like women have only a limited ability to engage 
in mentor relationships. We believe that these 
group interviews revealed insights as to 
phenomena and emotions relating to these 
phenomena that may not have been as readily 
apparent or articulated during individual-condi- 
tion interviews. 

- Noteworthy, throughout these studies we 
have consistently found informants, particularly 
constructive heretics who were committed to 
improving the organization, to contribute sig- 
nificantly to the conduct of the research (see 
also Van Maanen, 1979b). Not only did they pro- 
vide key insights into the workings of the organi- 
zation, they also made useful suggestions of rele- 
vant. archival material to review, individuals to 


_ interview, and questions to ask. In general, they 


enable us to better penetrate the organization, 
even to the point of allowing us to better inter- 
view individuals who we sensed had earlier 
given us presentational data (Van Maanen, 
1979b), or organizational “party-line”; after they 
had observed that we had achieved some degree 
of penetration, we found that they were much 
more willing to share sensitive information and 
participate less guardedly in the study. This ob- 
servation points to one more paradox that con- 
fronts qualitative fieldworkers — that they must 
delicately balance belief and disbelief in what 
their subjects are saying pending the accumula- 
tion of further evidence and the views of indi- 
viduals from different positions within the or- 
ganization. It also points to the necessity of re- 
peatedly interviewing select subjects as more 
evidence is gathered during the study in order to 
better assess conflicting observations. We con- 
clude that the examination of tension across 
hierarchical levels offers very strong pos- 
sibilities at both the data gathering and analysis 
stages of interpretive studies. 


Tensions residing in researchers 

Traditionally, an ostensible detachment is 
seen to exist among the researcher, the 
phenomena under study and the research 
methods employed. But, in contrast, the in- 
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terpretive researcher using qualitative methods 
faces a dilemma. On the one hand, reality is seen 
as being subjective. On the other hand, the re- 
searcher is supposed to be objective. But how 
can this be possible if reality is subjective? This 
dilemma resembles Bateson’s (1972, 1979) “no- 
win situation” in which at a literal level the re- 
seareher should act as a researcher, while at a 
metaphorical level, the researcher is also a sub- 
ject._Bateson’s prescription for addressing such 
paradoxes is double-loop learning — making the 
learner aware of the social context in which he 
or she is imbedded. This approach does not, 
however, solve the problem. We have tried to in- 
corporate such learning in our research through 
use of dialectic tension. 

The first such tension involves the researcher 
as researcher vs the researcher as subject. As 
noted above, much of our empirical work em- 
braces the ethnographic perspective wherein 
the researcher tries to account for the lived-ex- 
perience of subjects as opposed to merely ob- 
serving the subjects (Van Maanen, 1979b; San- 
day, 1979). 

We have performed much of our work with 
professional bureaucracies, mainly because 
these contexts are heavily institutionalized and 
should be in harmony with the emergent theory 
of accounting, but also because we ourselves 
live in such settings —- universities. We have 
found ourselves able to empathize with the 
“lived experience” of subjects because we our- 
selves lived an analoguous one in our own 
worlds. For example, in conducting the mentor- 
ing study (Dirsmith & Covaleski, 1985a), we 
could identify with the “numbers orchestration” 
and “perceptions management” in the partner- 
ship proposal process, because we ourselves 
were involved in such activities in our own 
promotion and tenure processes. On a positive 
side, this condition permitted us to get close to 
_ subjects by sharing information, asking better 
questions, and conducting more robust analyses 
(Campbell, 1984). But we also recognized that 
this familiarity could impair our research “objec- 
tivity” (Van Maanen, 1979b; Sanday, 1979). We 
felt the need to achieve a heightened and con- 
tinuing awareness of this threat, first by separat- 


ing the functions of, or creating a tension be- 
tween data gathering and analysis (for example, 
Covaleski et al., 1985; Dirsmith & Covaleski, 
1985a; Covaleski & Dirsmith, 1988a, 1988b), 
and then conducting self interviews in which 
we, the data gatherers, were interviewed as sub- 
jects willing to discuss our interpretations of 
other subjects’ actions as well as accounting for 
our -own activities (Miles, 1979). A second 
strategy entailed starting with professional 
bureaucracies with which we were less “in- 
volved” — hospitals (Covaleski & Dirsmith, 
1981a, 1981b, 1981c, 1983, 1986) and state .; 
bureaucracies (Covaleski et al., 1985) — and 
then moving closer to our own world, first pub- 
lic accounting firms (Dirsmith & Covaleski, 
1985a, 1985b), and then universities (1988a, 
1988b). 

As a third strategy, we found it essential to be 
self-conscious about our own complicity in the 
social construction of reality and the potentially 
active role of our creative leap between descrip- 
tion and analysis in contributing to that which 
we sought to observe. Here, some conditions 
that may lead to such a creative leap include: in- 
timate familiarity with the social context being 
studied; a recognition of how interpretations of 
discourse, actions and events may differ across - 
social actors as conditioned by their organiza. 
tional position, etc.; the committed participation . 
of informants at key stages of the research that 
may be used to “unfreeze” the participation of 
other individuals (see also Van Maanan, 1979b), 
and the recognition that for studying certain 
select roles of accounting (such as its taken for 
granted role in “objectifying” potentially con- 
tested actions (Hopwood, 1983), participants ` 
may lack self-insight), the researcher must take 
responsibility for making the leap. In making the 
leap of interpretation, however, the researchers 
must reflect on the fidelity of this interpretation. 
Accordingly, we repeatedly shared our interpre- 
tations with participants and also shared first and 
second manuscript drafts with them. We disco- 
vered that even what we thought were raw de- 
scriptive data might really constitute interpreta- 
tions and analyses, particularly when our sub- 
jects repeatedly told us that they found the de- 
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scription enlightening and that they would 
change to conform to it as a consequence of 
their learning. This response led us to realize 
that research engenders self-reflection in sub- 
jects, or at least heightens that ability, whereas 
interpretive approaches generally presume a 
priori self-reflection in subjects. 

On this point, one theme expressed in the em- 
ergent theory relates to normative isomorphic 
pressure for organizations to become 
homogeneous (DiMaggio & Powell, 1983). Our 
observations about ourselves led us to see our 
own interpretive research, like functionalist re- 
search, serving as one form of isomorphic pres- 
sure that influences the organization’s social re- 
ality. 

We have also found ourselves unable to adopt 
differing ontological perspectives, like wash and 
wear clothes. For example, in the mentoring 
study (Covaleski & Dirsmith, 1985a), we began 
our inquiry from a more existential 
phenomenological stance (Schutz, 1967; San- 
ders, 1982) and sought to make explicit the “es- 
sences” (Sanders, 1982) of human experience 
that cannot be revealed by ordinary observation 
wherein “being and consciousness meet”. We 
were, in fact, burdened with many preconcep- 
tions of how informal communications allow an 
individual to make organizational experiences 
intelligible and thereby give them meaning. Our 
preconceptions proved misleading. We found 
ourselves shifting ontologically (Table 1, col- 
umn 6 to column 5), to a point where we could 
function, and our work seemed to fall into a 
more ethnographic mode of analysis. Self-re- 
flecting, we found that we could not actively a 
priori adopt a perspective; we could discover 
our presumptions only by the act of doing re- 
search. We conclude that researchers, at least 
everyday field workers like ourselves, are not 
omniscient as to a priori ontological perspect- 
ives; they are better seen as sightless people 
stumbling across their underlying philosophical 
perspectives (Campbell, 1984). 

We also recognize a possible limitation in our 
own double reflexivity, in doing vs talking. At 
first, we did not attend to the condition that both 
the traditional and emergent theories of budget- 
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ing are espoused theories, rather than theories in 
actual use (Argyris, 1977). They are mere 
templates that may be superimposed on actual 
theories-in-use. They themselves are not actual 
theories-in-use. In seeking to “double loop” 
budgeting in the geriatric system by setting up a 
dialectic tension at an espousal level (Covaleski 
et al., 1985), we initially assumed that were 
were in a privileged position, gauging the merits 
and demerits of the traditional and emergent 
perspectives. Thus, we forgot Argyris’ (1977, pp. 
127—129) observation that double-loop learn- 
ing, always rare, usually occurs only at an esp- 
ousal and not at an in-use level. We thought dou- 
ble-looping, but we did not act it. During numer- 
ous interactions in which we self-interviewed 
the members of our research team as subjects in 
accordance with our action-research approach 
(Miles, 1979), we failed to see ourselves as 
technocrats aiming to correct the shortcomings 
of the budgeting system with our own tena- 
ciously held and jealously guarded theories-in- 
use as if these shortcomings were mere over- 
sights. Thus, we failed to preserve the second 
order focus of serving problem solvers (Christ- 
enson, 1983); instead, we descended to the first 
order level of trying to solve problems. 

Another problem with interpretive research 
in general and action research in particular is 
that, like accounting itself, it may serve as a sym- 
bol used by internal and external constituents to 
dramatize that the organization is seeking to 
comply with societal norms of rational practice. 
The organization is, after all, contracting for 
comprehensive research to develop these ra- 
tional budgetary practices scientifically (DiMag- 
gio & Powell, 1983). Thus, not only do resear- 
chers serve as both researchers and subjects, 
they may also be symbolically complicit in the 
legitimation process. 

One final tension to be considered involves 
advocacy. Emergent theorists have accused 
traditionalists of implicitly assuming the posi- 
tion of upper management or accounting 
technocrats from which the act of accounting re- 
mains unquestioned. In taking the emergent per- 
spective, wherein we sought to understand the 
political and symbolic aspects of budgeting sys- 
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tems, we have tried to understand the situation 
from the controllee’s standpoint (e.g. Covaleski 
& Dirsmith, 1983b, 1986). For better or worse, 
we got “caught up in” the controllees’ cause and 
quickly recognized, with some irony, that 
traditionalists might find our work more advoca- 
tive than objective. Thus, research may inexora- 
bly reflect one interest group or another’s point 
of view even though it purports to impartially 
explicate organizational action. Here, the jux- 
taposing of views and actions of one hierarchial 
level with those of another may facilitate resear- 
chers’ understanding of their own tendency to 
adopt the perspective ofa select group of organi- 
zational actors in collecting and analysing data to 
the exclusion of others (see, for example, 


Covaleski & Dirsmith, 1988a, 1988b; Covaleski 


et al., 1989). 

- We conclude that researchers both from the 
emergent and traditional schools of thought 
should not be seen as ideologically neutral. 
Perhaps what we need here is a surmounting of 
the general research mission in which we ac- 
count for accounting, to the. triple-loop level of 
accounting for how accounting is accounted for 
(Covaleski & Dirsmith, 1986). 


IMPLICATIONS 


Several implications emerge from our experi- 
ence with qualitative methods beyond those dis- 
cussed in the preceding section. To begin with, 
for exploring the emergent view that accounting 


is complicit ; in the social construction of reality; 


‘one can find there are a number of interpretive 
approaches (see Table 1) that offer a strong po- 


tential for providing different insights into the . 
interrelationships among accounting, organiza- `` 


tions and society. These approaches help one 
pursue the phenomenon of interest, even 


though some compel an awareness that their ap- 


plication joins the researcher as researcher and 
as subject party to the social construction and 
the alteration of a social reality. We think that 
one should employ a number of differing per- 
spectives, possibly in dialectic tension with one 
another. We also believe that it is premature 
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either to dismiss any perspectives or to advance 
any single approach as clearly superior (com- 
pare Willmott, 1983; Chua, 1986a, b). Moreover, 
researchers engaged in doing as opposed to talk- 
ing about field work (Argyris, 1977), tend to be 
silent.about their underlying presumptions. As 
Willmott (1983) suggested, empiricists may 
only be informed by rather than be contained 
within the various perspectives. Thus, we highly 
recommend doing qualitative field research, re- 
gardiess of its type, over merely eaters about 
field research. 

` In accordance with the preceding discussions, 
and in some contrast to the previous accounting 
discourse (Tomkins & Groves, 1983; Wilimott, 


_ 1983; Chua, 1986a,-1986b), we found it prob- 


lematic to adopt a specific ontological stance a 
priori and then conduct an empirical study. We 
believe that the ontological and epistemological 
assumptions with which a researcher can func- 
tion effectively emerge from, or at least interact 
with the act of doing research. Here, though, the 
implication that qualitative research involves 
fewer ontological commitments is by no means 
certain. The philosophy of science literature 


_ usefully warns the researcher of the differing and 


shifting forces that influence research so that 
field workers should reflect on their work and 
come to terms with their emerging assumptions 
(see, for example, Campbell, 1970, 1984, 
1986b). 

Perhaps most importantly, we have found the 
researcher, the phenomena studied, the context 
in which they are studied, and the research ap- 
proach in use; to be intimately intertwined — ` 


~ this in marked contrast with the more orthodox 


scientific position that they are detached. We be- 
lieve that this condition should not be tacitly ig- 
nored, nor overtly suppressed, nor be thought of 
as being solvable by some new research design 
modification. It inheres in the conduct of re- 
search, and a researcher must recognize his or 
her own potentially active role in the research 
setting and continually self-reflect upon it 
(perhaps surprisingly, see Friedman, 1953, p. 40; 
Einstein & Infeld, 1938; Willmott, 1983, p. 392; 
Christenson, 1983, p. 6). In part, we have tried to 
do this by doubie-looping ourselves, and seeing 
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ourselves as at least temporary members of the 
social context being studied. It is important to 
‘make the warning here, that constructive re- 
flexivity is very delicately balanced with crippl- 
ing self-doubt. 

Based on our reading of the literature and our 
applications of qualitative research methods, it 
appears that interpretive techniques use similar 
‘data collection methods; thus, underlying as- 
sumptions may come to dominate the thinking 
of the researcher primarily at the analysis stage 
of research. Ironically, a survey of the literature 
on qualitative methods (Sieber, 1973; Miles, 
1979) reveals that relatively little guidance 
exists on conducting analyses and interpreting 
data. Thus, we believe that substantial work is 
needed in this area by accounting researchers 
that is directed at establishing a social system of 
belief change (Campbell, 1986b), wherein a so- 
cially constructed concept of scientific validity 
is developed with respect to the product of 
analysis and interpretation (Campbell, 1986b). 

Consequently, currently lacking such re- 
search protocols, dialectic tension and reflexiv- 
ity appear to offer meaningful approaches to data 
analysis. These approaches encouraged us to use 
and contrast several concepts — for example, 
qualitative vs quantitative data, traditional vs 
emergent theories and superiors vs subordinates 
— as a way of exploring different facets of ac- 
counting in organizations and society. We re- 
commend this general approach to future field 
researchers. We do not, however, recommend 
or condone efforts to routinize or program such 
approaches to analysis. We also recommend that 
researchers of different philosophical persua- 
sions undertake field studies; we believe that a 
dialectic tension among researchers has an ex- 
cellent potential for fostering innovation. 

Despite our attempts to study what subjects 
say, what they say they do, and what they do, 
qualitative field research is predominantly dri- 
ven by words. This focus on words is, of course, 
in addition to a focus on numbers in accounting 
research. We recommend that researchers con- 
centrate their efforts on studying the role of 
rhetoric in the research act, in the organizational 
contexts studied, and in communicating the 


results of the research to subjects and, through 
the review process, to the academic community 
(compare, Manning, 1979; Whyte, 1986; 
McCloskey, 1983 ). 

The use of accounting in organizations and 
society may be conceived of as a conversational 
process, and the interpretative research act may 
be treated similarly. Thus, rhetorical analysis 
should be one element of the interpretative ap- 
proach. Donnellon reasoned that one can use- 
fully apply a rhetorical or linguistic analysis to 
the study of contemporary organizations for 
these five reasons: (1) organizational actors use 
words to make inferences about the goals being 
pursued; (2) they make these inferences with re- 
ference to the organizational context in which 
they occur, the social context, the interactional 
context, and previous interactions; (3) besides 
making inferences about goals, actors also make 
inferences about the people with whom they are 
dealing; (4) communication behavior is multi- 
functional, and observers of what occurs in the 
interaction should recognize that outcomes 
other than the strict transference of information 
generally occur when people interact; and (5) 
conversational behavior in organizations helps 
serve the technical function, and it also pro- 
duces interpersonal and symbolic effects that 
can influence the substance of the interaction 
(1987, pp. 42—43). Thus, a concern for rhetoric 
and language is consistent with many aspects of 
the emergent perspective and with the aphorism 
used in virtually all elementary accounting 
courses: “Accounting is the language of busi- 
ness”. 

But here, these same observations on lan- 
guage may also be applied to communications 
within the research community. For example, 
we have observed that reviewers and editors 
tend to play a much more proactive role in the 
research process for our qualitative as opposed 
to quantitative research. They have contributed 
to our interpretation of results, the highlighting 
of various raw observational data, and extending 
the number of revisions necessary to result in a 
publishable manuscript (to a personal record of 
six), to a greater extent than in quantitative 
studies where the results tend to be seen as a 
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finished product. We find this condition to be in- 
telligent in view of an ontology where a subjec- 
tive reality is socially constructed. 

As another implication arising from our field 
work, we urge future qualitative field workers to 
exploit natural experiments of two varieties. In 
the first (or positive) experiment, the re- 
searcher may be involved with or observe the 
development and installation of some new form 
of accounting or information system, much as 
we have described in connection with our 
action research discussion (Covaleski & 
Dirsmith, 1986; Covaleski et al., 1985). The re- 
search here could study the self-reflections and 
interpretations of organizational actors that 
naturally accompany such change. The second 
(or negative) experiment involves the death of 
an old form of accounting that would trigger a 
pathological study (Covaleski & Dirsmith, 
1981b, 1981c, 1988a, 1988b). Given an abun- 
dance of failed accountings, such opportunities 
should prove readily available. 

In exploring the emergent theme, we believe 
it is important to bear in mind the type of pro- 


duct the analysis yields. If it is related to a first- 
order product, the solution to a problem (Pop- 
per, 1972; Christenson, 1983), it may likely be 
aligned with the traditional perspective wherein 
the researcher is ostensibly detached from the 
research and, in a sense, in possession of 
privileged knowledge. Here, the research may 
be seen as a finished product in that the problem 
is solved or not solved. Likely, to arise from an in- 
terpretive study, however, is a second-order 
product, of helping a problem solver address a 
problem (Christenson, 1983), or more broadly 
learn in the sense that the researcher helps the 
actors reflect on their own words and actions 
and those of others. Here, we have found in vir- 
tually all of our interpretive studies that they are 
never completed, as suggested by the frequent 
contact initiated by former participants as to 
their own interpretations of organizational 
actions and events occurring after the “comple- 
tion” of our studies. Not surprisingly, these on- 
going dialogues have contributed to ongoing re- 


search programs. 
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Abstract 


Few studies to date have tested for investor use of social responsibility information disclosures. This paper 
examines the stock trading volume and price return reaction to the 1977 disclosures that certain United 
States companies doing business in South Africa had agreed to the Sullivan Principles. Results indicate that 
non-signing firms experienced significantly higher unexpected trading volume than signing firms around 
the announcement date. As such, the findings represent further evidence of investor use of social 


responsibility information. 


As stated by the Financial Accounting Standards 
Board (FASB), the primary purpose of account- 
ing is “to provide information that is useful for 
making business and economic decisions” 
(1978, p. 15). While the focus of the FASB’s pro- 
nouncement relates to financial information, a 
number of authors in recent years have 
suggested that corporate social responsibility in- 
formation may also play a role in investors’ 
evaluations of investment desirability (e.g. 
Simon et al., 1972; Anderson & Frankle, 1980; 
Shane & Spicer, 1983). However, there are only 
a handful of published empirical studies that 
examine the relationship between corporate so- 
cial performance and stock market reaction.’ 
This study examines the role that social re- 
sponsibility information has in determining in- 
vestor behavior. Specifically, the trading volume 
and stock price reactions to the 1977 announce- 
ment that certain United States’ firms doing busi- 
ness in South Africa agreed to a code of equal 


economic opportunities for non-white workers 
(the Sullivan Principles) are examined. 


WHY SOCIAL RESPONSIBILITY 
INFORMATION? 


Three potential explanations exist as to why 
investors might use social responsibility infor- 
mation in making investment decisions. These 
are (1) social concern on the part of the inves- 
tors, (2) the use of social responsibility informa- 
tion as a surrogate for other information, and (3) 
social responsibility information serving as a 
measure of potential public or regulatory sanc- 
tions against firms. ' 

Some investors examine the social as well as 
the financial attractiveness of companies under 
consideration for investment. Wokutch (1982) 
reports the results of a survey indicating that a 
vast majority (74% ) of Catholic religious orders’ 


*The author would like to thank Jon Nance, Tom Balke, Richard Metcalf, Tom Craig, and two anonymous reviewers for heipful 


comments on earlier drafts of this paper. 


' Among the studies that have examined aspects of this relationship are Beikaoui (1976), Ingram (1980), Anderson & Frankie _ 


(1980), Shane & Spicer (1983), and Freedman & Jaggi (1986). 
575 


576 DENNIS M. PATTEN | 


investment activities are influenced by “ethical 
or corporate social reponsibility considerations” 
(p. 164). In addition, a number of mutual funds 
exist that have instituted social responsibility 
criteria as a factor in the investment decision.” A 
number of authors (e.g. Belkaoui, 1980; Ander- 
son & Frankle, 1980; Shane & Spicer, 1983) 
suggest that some individual investors (in addi- 
tion to institutional investors ) also rely on social 
responsibility investment criteria. 

The second potential explanation for the use 
of social responsibility information is that it may 
serve as a surrogate for economic information. 
As Anderson & Frankle (1980, p. 469) note: 


Certain corporate social action programs may have along 
run favorable impact on profits. For example, some pro- 
grams may help to build a favorable image with 
employees, customers, and the public. Additionally, 
some programs may help build sources of human capital 
in the community that the company may tap. 


Social disclosures may permit an assessment of 
these impacts. 

Finally, social responsibility information may 
suggest potential public or regulatory sanctions 
against given firms. Such sanctions include legis- 
lative enactments, government regulation, judi- 
cial decisions, and consumer retaliation. Spicer 
(1978, p. 96) speculates that “when severe and 
costly sanctions are invoked, the expected econ- 
omic impact on the affected corporation may be 
sufficient to induce a direct relationship be- 
tween its social performance on certain key 
issues and the worth of its securities.” If this is 
true, investors may find social responsibility dis- 
closures useful in assessing the probability of fu- 
ture sanctions. This reasoning also implies that a 
firm may wish to engage in socially responsible 
activities and information disclosure as a means 


of lessening the severity of sanctions imposed. 


upon them. 
PREVIOUS MARKET STUDIES 


In order to justify the provision of social re- 


sponsibility information to investors, the ac- 
counting profession must determine that it is 
valued. Market studies, or studies of information 
content help provide required evidence. While 
several studies of the market reaction to general 
disclosures of social responsibility information 
have been conducted (e.g. Belkaoui, 1976; In- 
gram, 1978; and Anderson & Frankle, 1980), 
only Shane & Spicer (1983) and Freedman & 
Jaggi (1986) examine market reactions to 
specific categories of social responsibility dis- 
closures. 

Based upon a market model utilizing daily re- 
turns, Shane & Spicer tested the market reaction 
to non-voluntary disclosures of pollution con- 
trol performance released by the Council on 
Economic Priorities (CEP) in 1970 and 1972. 
Results showed a net negative price reaction on 
days —2 and —1. Furthermore, the authors 
showed that firms with positive as opposed to 
negative pollution records (based upon the 
CEP’s criteria) significantly outperformed their 
counterparts. 

Freedman & Jaggi (1986) examined the mar- 
ket reaction to pollution disclosures included in 
firms’ annual financial reports. Monthly returns 
were used. The authors found no significant dif- 
ference in returns between firms with extensive 
pollution disclosures and those with either min- 
imal or limited disclosures.’ The results of this 
study, however, are somewhat suspect. As Haw 
& Ro (1988, pp. 90) note, Freedman & Jaggi 
failed to “distinguish the market reaction to pol- 
lution disclosure from the market reaction to 
other firm-specific information released at the 
same time.” In addition, their use of monthly 
data may have been too broad to capture any 
reaction to the disclosures. _ 


U.S. CORPORATE INVOLVEMENT IN SOUTH 
_ AFRICA 


Few social issues have resulted in as much 
public pressure on businesses and institutional 


2 These mutual funds inchide Dreyfuss Third Century Fund, Pax World Fund, and First Spectrum Fund, among others. 


3 The study did not examine companies with no disclosures. 
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investors as has that of U.S. corporate involve- 
ment in South Africa.* As noted by Myers et al., 
(1980, p. 93); 


Since early 1977, activist groups have pressed for divest- 
ment of South Africa-related holdings on more than 100 
campuses, organizing demonstrations, sit-ins, petition 
drives and teaching seminars to publicize their cause. At 
corporate annual meetings South Africa has continued to 
be a major topic of debate. In 1978, church shareholders 
.. sponsored 24 resolutions relating to South Africa — 


urging non-expansion of operations, an end to bank 
loans, or withdrawal. 


By the end of 1978 six colleges and universities, 
Antioch College, Hampshire College, Howard 
University, the University of Massachusetts, 
Ohio University, and the University of Wiscon- 
sin, had divested themselves of South Africa-re- 
lated stocks (Anderson et al., 1986, p. 18). As of 
25 March 1986, the number of universities and 
colleges following a full-divestment policy had 
grown to 42. In addition, five states have enacted 
laws restricting investment in South Africa-re- 
lated companies. 

It is certainly clear, however, that not all inves- 
tors believe in the divestment of South Africa-re- 
lated stocks. Wagner et al., (1984), for example, 
report on a survey of professional investment 
managers’ opinions about divestment. The au- 
thors note: 


The vast majority of managers felt that performance [of 
investment portfolios] would be reduced. Nine out of 10 
thought diversification would be hampered. Three out of 
four thought that quality would be impaired (p. 14). 


Smith (1985, p. 32) explains that whereas: 
college endowments are subject to pressure by students, 
on faculty, and alumni to pursue goals other than just re- 
turns on investments ... the larger universe of corporate 
pension funds hasn't been inclined to consider [divest- 
ment] because managements have to toe the bottom line: 
shareholder pressure is for earnings and a higher stock 
price. 


Finally, critics of divestment noted, the pre- 


sence of U.S. companies in South Africa could 


-serve as a powerful tool to fight the abuses of 


apartheid, 


The Sullivan Principles 

In response to public concerns, the Reverend 
Leon Sullivan, a member of General Motors’ 
board of directors, developed a code of conduct 
in relation to the treatment of non-white work- 
ers by companies doing business in South Africa. 
The Sullivan Principles call for: 


(1) Non-segregation of the races in all eating, 
comfort and work facilities. 

(2) Equal and fair employment practices for 
ali employees. 

(3) Equal pay for equal work. 

(4) Initiation and development of training 
programs that will prepare blacks and non- 
whites for supervisory, administrative, clerical, 
and technical jobs. 

(5) Increase in the number of non-whites in 
management and supervisory positions. 

(6) Improvement of the quality of employees’ 
lives outside the work environment in such 
areas as housing, transportation, schooling, re- 
creation, and health facilities. 


At the urging of Sullivan and other interested 
parties, 135 companies has signed the statement 
of principles by 1980. 

The signing of the Sullivan Principles can be 
interpreted as an act of corporate social respon- 
sibility. This act, in turn, may have lead to a stock 
market reaction. Accordingly, the purpose of 
this study is to identify whether disclosures on 
one specific area of corporate social responsibil- 
ity, the signing of the Sullivan Principles, had an 
effect on aggregate investor decision-making. 
This effect is determined by examining the cor- 
relation between changes in stock trading vol- 
ume and price returns for affected companies 
and the disclosure of the Sullivan Principles sign- 
ings for seven trading days (—4 to +2) around 
the announcement date. 


í For the purposes of this study, U.S. corporate involvement in South Africa is defined as companies whose stocks are traded 
on United States stock exchanges doing business in South Africa. 
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RESEARCH METHODS 


The pre-test/post-test control group design 
(see Campbell & Stanley, 1963, p. 12) was 
utilized. Foster (1980, p. 43) depicts this experi- 
mental design as 


Group A: O, X Oz 
Group B: O, X O4 


where O, is an observation of a capital market 
variable at point 7 and x is the exposure of the 
group to an “experimental effect.” Group A is the 
test sample; whereas Group B is a control group, 
the purpose of which is discussed below. Tests 
were conducted using stock trading volume and 
stock price returns as the observation variables. 

Whereas a rich body of research using price 
return data has been developed within the ac- 
counting discipline, relatively few studies have 
utilized trading volume to measure the informa- 
tion content of public disclosures. Crouch 
(1970), Beaver, (1968, 1972), and Bamber 
(1987), among others, argue that volume can 
result without price changes if one trader’s ex- 
cess demand is offset by another’s excess supply. 
That is, there may be a trading volume reaction 
without a corresponding price reaction. Thus, 
even if there are heterogeneous beliefs in the 
market place as to how investors should react to 
social responsibility information disclosures, 
evidence of information content in the disclo- 
sures can be obtained by examining the trading 
volume reaction. 


Hypotheses 

Because volume studies show only that a reac- 
tion occurred, not whether it was positive or 
negative in nature, the null hypothesis for the 
volume portion of this study is that unexpected 
trading volume is equal for the test and control 
samples. It is stated as: 


Ho: UV, = UV, 


where: 
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UV, = the daily average abnormal trading vol- 
ume of the test group. 

UV,, = the daily average abnormal trading vol- 
ume of the control group. 


Rejection of the null hypothesis is interpreted as 
evidence of information content in the disclo- 
sure of the Sullivan Principles signings. 

In contrast to volume studies, examination of 
price return data allows for delineation of posi- 
tive versus negative reactions. Accordingly, the 
hypotheses for the price return portion of the 
study can be stated as: 


Ho : U; = Un 
H, : U; > Un 
Hz: U, < Un 


where: 


U, = the daily average abnormal trading vol- 
ume of the test- group. 

U,, = the daily average abnormal trading vol- 
ume of the control group. 


Rejection of the null hypothesis in favor of alter- 
native one indicates the market is reacting posi- 
tively to the signing of the Sullivan Principles. 
Conversely, rejection of the null in favor of alter- 
native two indicates a negative reaction to the 
signing. In either case, rejection of the null hypo- 
thesis is interpreted as evidence of information 
content in the disclosures. 


Sample 

The test sample used in this study consists of 
37 firms whose signings of the Sullivan Princi- 
ples were publicly disclosed. The disclosure of 
the signings occurred on three separate dates; 
the original 12 companies in the 3 March 1977 
Wasbington Post, four additional companies in 
the 21 June 1977 New York Times, and the re- 
maining 21 companies in the 15 September 
1977 New York Times.’ There were three design 
factors, however, that reduced the size of the 
test sample. Each of these factors, data avail- 


5 A review of the Wall Street Journal index indicated the signings were not disclosed in that publication. For a delineation 


of the test group by disclosure date, see Appendix A. 
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ability, contemporaneous evenis, and control 
group matching, are discussed below. 


Data availability, Volume data for this study 
were obtained from The Daily Stock Price Re- 
cord published by Standard & Poor. There were 
nine companies for which data was not avail- 
able.° These companies were dropped from the 


study. 


Contemporaneous events, A second exclusio- 
nary design factor was the problem caused by 
the confounding effects of contemporaneous 
events, or noise. To adjust for this problem a 
review of the Wail Street Journal Index, The 
New York Times Index, and the Washington 
Post Index was conducted for each company in 
the study. 

Based upon a procedure suggested by Foster 
(1980, p. 55) exclusions were made on the fol- 
lowing criteria: 


(1) Any firms found to have a significant news 
announcement on either days —1, —1, 0, +1, or 
+2 of the test period were removed from the 
sample completely. 

(2) Any firms found to have a significant news 
announcement on either days —4 or —3 were 
excluded from the sample only on those two 
days of the test period. 

(3) Any firms found to have a significant news 
announcement on days +3 or +4 were 
excluded from the sample only on days +1 and 
+2 of the test period. 


Significant news announcements are defined as 
disclosures related to dividends, earnings, ac- 
quisitions or divestments, forecasts, or other an- 
nouncements that may affect investor decision 
making. Shane & Spicer (1983, pp. 527—528) 


explain the reasoning behind this deletion 
method as follows: 
For criterion (2 ), the undertying assumption is that news 
announcements are rapidly impounded into stock prices 
and that any effect of a news announcement on days —4 
or —3 would not carry over significantly into the remain- 
der of the test period. For criterion (3), the underlying as- 
sumption is that any leakage with respect to a news an- 
nouncement on days +3 or +4 would, at most, only sig- 
nificantly affect stock prices on days +1 and +2 of the 
test period. 
Based on Morse’s volume work (1981), it ap- 
pears that the logic holds for trading volume as 
well. Four companies had to be removed from 
the test sample on days —4 and —3. Only one 
had to be removed for days +1 and +2.’ 


Control group matching. The need for match- 
ing in a pre-test/post-test design is explained by 
Ricks (1982, p. 63): 

In failing to control for ...a common factor the researcher 
runs the risk of attributing the observed market perform- 
ance to the [variable of interest}, when it is possible that 
the market reaction was caused by an “omitted” common 
factor. 


Ricks (1982, p. 63 ) suggests that industry type 
is a “factor that might by systematically different 
between the test firms and the rest of the popula- 
tion.” To control for this potential problem firms 
were matched according to SIC codes. Three 
digit matching was utilized to the extent possi- 
ble. 

The final variable upon which control firms 
were matched to test companies is size. Spicer 
(1978) and Trotman & Bradley (1981) have 
noted a positive correlation between company 
size and social performance. In order to attribute 
any market reaction to the signing of the SP, 
therefore, it is necessary to control for the size 
factor. Two variables, total revenues and net 
capitalization were used for the matching.® 


6 These companies were American Cyanamid, Avis, Inc., Caltex Petroleum, Carborundum, Carnation, Franklin Electric, 
Inmont, Otis Elevator, and Squibb. 

7 Of the five exclusions, two were due to earnings/dividend announcements, one to 2 divestment announcement, one toa 
stock issuance announcement. and one to an earnings forecast announcement. 


8 Financial information was for 1976 year-end disclosures. Data was obtained from Standard & Poor's Stock Reports, where 
available. However, five companies, Del Monte, Gardner-Denver, Eltra Corporation, Bendix, and Envirotech, were either 
missing information or not listed in the reports. For these companies, size information was obtained from 4976 10K reports. 
The size difference between the test and control groups was not statistically significant for either measure. 
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The procedure utilized to obtain the control 
group matches was as follows. First, the available 
set of U.S. companies doing business in South Af- 
rica that had not signed the Sullivan Principles 
was identified. Companies with confounding 
event disclosures, as defined above, were 
excluded from the the sample. Remaining firms 
were then partitioned into industry groupings 
based upon SIC codes. Finally, control firms 
were matched with test firms in the same indus- 
try according to the size variables. 

There was one test company, IBM, for which. 
no appropriate control firm was available.’ This 
company was excluded from the study. Appen- 
dix B presents a listing of the matched pairs for 
this study. 


Model 

The model used for this study is based upon 
the methodology employed by Beaver (1968), 
and is stated as 


Va = 4; + ONW mt + Cin (1) 


where: 


V,, = the daily volume (in hundreds ) of shares 
of stock # traded on day t. 

Vat = the daily volume (in ten-thousands ) of 
shares traded on the New York Stock Ex- 
change on day ¢ 

€; = a residual reflecting volume of trade for 
stock 7 that can not be accounted for by mar- 
ket-wide factors. 


Procedures 
To calculate parameters of the volume model, 
regressions were run over a 60-day pre-test 
period. Examination of the Durbin—Watson 
_ Statistics revealed 20 companies with significant 


autoregressive errors. To adjust for this condi- 
tion, regressions were run again using the Statis- 
tical Analysis System (SAS) Autoreg procedure." 

Mean -abnormal volume was calculated for 
both test and control groups for each day of the 
test period. The unexpected, or abnormal, vol- 
ume for each company was calculated as: 


OV, = [Vit ~ (Az + OV ing VOS js, (2) 


where: 


UV, = the abnormal volume for company # on 


day t. 

Va = the actual volume for company 7 on 
day t. 

Vine = the actual market volume on day ¢. 
OS, = shares of stock / outstanding on day ¢." 


The mean abnormal volume for each sample for 
each day of the test period was then computed 
as: 
21 UV,/n. (3) 
A t-statistic designed to test the significance 
between two sample means was utilized to 
analyse the results of the test procedures. The 
sample means being compared in this study are 
the mean abnormal trading volume for the sam- 
ple and control groups for each day in the test 
period. 
Because of a long history of analysis, tradi- 
tional accounting information is quickly inter- 
preted by the market. No such history of analysis 


‘preceded the announcement of the Sullivan 


Principles signings. Investors, therefore, may 
have been unsure who to interpret the original 
signings disclosure. The 15 September an- 
nouncement of the signing by the last set of 21 


° Because of IBM's size and the few non-signing firms with comparable SIC codes, it was not possible to match a company to 


IBM without violating size constraints. 


10 The SAS Autoreg procedure utilizes the Yule—Walker estimation technique. The method is generalized least squares using 
the OLS residuals to estimate the covariances across observations, For a discussion of the procedure, see SAS/ETS User's Guide 


(1980, pp. 189-191). 


l In order to achieve equal weighting for all securities, the abnormal volume for each firm was divided by the number of 
shares of stock outstanding. Failure to make this adjustment would allow for firms with larger numbers of shares outstanding 


to bias the results. 
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firms occurs more than six months after the orig- 
inal announcement of signings on 3 March. It is 
plausible that the significance of the signings was 
better understood in the market for this later dis- 
closure. A reaction not evident in the entire sam- 
ple, therefore, might be discovered by examin- 
ing the subset of 15 September signers. As such, 
the tests were also performed on a subset con- 
sisting of only the 15 September 1977 signers. 

Finally, all tests were also conducted utilizing 
price return information. The price data were 
obtained from the daily CRSP tapes,” and were 
analysed using the basic market model de- 
veloped by Sharpe (1963 ) and utilized by Abdel- 
khalik & McKeown (1978), Lev (1979 ), and Bid- 
dle & Lindahl (1982), among others. 


RESULTS 


Mean unexpected trading volume and the 
results of tests of the significance of the differ- 
ence between test and control means are pre- 
sented in Table 1. The mean unexpected volume 
of the control sample is significantly higher than 
the unexpected volume of the test group for 
both days —3 and —2 of the test period. In addi- 
tion, the difference in cumulative abnormal vol- 
ume between the two samples (presented in 
Table 2) is statistically significant from day —2 
through the end of the test period.’” 

Results of tests on the subset of 15 September 


signers are presented in Table 3. The difference 
in unexpected volume between the test and 
control groups is significant only on day —3. 
However, the difference is significant at a higher 


TABLE 1, Mean abnormal volume for test and control groups 


for each day of the test period 

Day Test Control t-statistic Probability 
—4 —1.2187 —2.8742 1.38 0.174 
acs — 1.9907 2.6917 — 2.06 0.045 
aD, — 1.2901 2.9151 ~1.70 0.095 
= — 1.4871 1.2844 —0.99 0,329 

0 —0.2573 —0.9626 0.35 0.728 
+1 —0.3592 1.6387 —0.83 0.409 
+2 —0.6826 —1.2951 0.29 0.772 


Abnormal volume figures have been multiplied by 10° for 
ease of presentation. 


TABLE 2. Cumulative abnormal volume for test and control 
groups for each day of the test period 


Day Test Control Difference 
—4 — 1.2187 —2.8742 1.6555 
ae —3,2094 —0.1825 ~ 3,0269 
—2 — 4.4995 2.7326 —7.2321° 
m | —5.9865 4.0170 — 10.0033 # 
0 —6.2438 3.0544 ~9.2982* 
+1 —6.6029 4.6931 ~ 11.2960" 
+2 — 7.2858 — 10.6838 


3.3980 


Significance at 90% level indicated by *. 
Significance at 95% level indicated by #. 


12 Of the nine test group companies missing volume data (see note 6) only one, Carnation, had price return data available on 
the CRSP tapes. This firm was added to the test group for the price return study and Coca-Cola was added as a control match. 

13 Given the assumptions that the abnormal volumes (e,$) are independent and identically distributed with zero mean, the 
difference in cumulative abnormal volume (CAV) between the test and control groups will be normally distributed with zero 
mean and a standard deviation of VTV 2. The probability of the CAV of the test group falling a given distance from the CAV 
of the control group after a specified period of time can be tested as: 


Ho: CAV, = CAV p 


The null hypothesis be rejected when: 


|CAV, — CAV,| > taat WIV20 


where: 


T = the specified number of days of accumulation. 
cœ = the standard deviation of the abnormal returns. 
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TABLE 3. Mean abnormal volume for test and control groups TABLE 4. Mean abnormal volume for 15 September signers 


for the subset of 15 September 1977 disclosers 


Day Test -Control t-statistic Probability 
~4 —2.6803 2.1846 —0.32 0.752 
—3 —1.7549 5.9149 —2.28 0.032 
—2 —2.5084 4.1071 —1.67 0.106 
—] —1.5539 — 1.0067 —0.20 0.844 

0 —0.2566 0.4493 0.07 0.947 
+1 1.0867 ` 4.7793 —0.97 0.338 
+2 —1.3945 —1.5114 0.04 0.966 


and second control group 

Test Control t-statistic 
— 2.6803 0.5987 —2.12 
— 1.7549 2.4398 —1.46 
—2.5084 —0.5480 —0.90 
—1.5539 2.9598 ~1.41 
—0.2566 2.0351 —0.81 
1.0867 —1.3256 0.81 
-1.3945 —1.6836 0.11 


Probability 


0.045 
0.156 
0.377 
0.169 
0.425 
0.424 
0.914 


probability level then for the overall sample, 
suggesting a more pronounced reaction. 

The findings of the tests above support the 
hypothesis that there was a signifcant volume ef- 
fect associated with disclosure of the signings of 
the Sullivan Principles.'* On days —3 and —2 of 
the test period the control sample experienced 
significantly higher unexpected trading volume 
than the. test group, and the cumulative abnor- 
mal volume remained significantly different 
throughout the last five days of the test period. 

Because the higher trading volume is as- 
sociated with the control group of non-signing 
firms, it is possible that the reaction is a spurious 
result of the sample selection. If the market is in- 
deed reacting to the non-signing firms, any con- 
trol group of non-signing companies should 
exhibit similar results. Unfortunately, the set of 
large firms (1) doing business in South Africa, 
and (2) not signing the Sullivan Principles is very 
limited. As such, it was not possible to construct 
a new control group for the entire sample with- 
out severely violating size constraints. It was 


possible, however, to match a new set of control 


companies to the subset of 15 September sign- 
ers.!° The new sample is presented in Appendix 
C. 

The mean abnormal volumes of the Sep- 
tember 15 signers and the new control group are 


presented in Table 4. The cumulative abnormal- 


volumes are presented in, Table 5. In support of 


TABLE 5. Cumulative abnormal volume for 15 September 
signers and second control group 


Day Test Control Difference 
—4 — 2.6803 0.5987 —3.2790 
=3 — 4.4352 3.0385 —7.4737# 
—2 6.9436 2.4905 —9.4341# 
—1 —8.4975 5.4503 ~13.9478# 
Q -8.7541 7.4854 —16.2395# 
+1 — 7.6674 6.1598 —13.8272# 
+2 ~9.0068 4.4762 —13.5381# 


Significance at 95% level indicated by #. 


the previous findings, the difference in mean ab- 
normal volumes is significant on day —4. 
Further, the new contro! group has cumulative 
abnormal volume statistically in excess of the 
test companies from day —3 through the end of 
the test period. This provides additional evi- 
dence of a volume reaction to the signing of the 
Sullivan Principles. 


PRICE RETURN REACTION 


Mean unexpected price returns and the 
results of tests of the significance of difference 
between sample and control means are pre- 
sented in Table 6. There is a significant differ- 
ence in return between the two groups on day 
+2 of the test period. While the significance 


'4 A disaggregation test as suggested by Lev (1979) was also performed on the data. Results, not presented here, also 


supported the significant market reaction on days ~3 and — 2. 


13 It was necessary to include some of the companies used as contro! matches in the original sampile in this new control group. 
These were firms that had been matched against 3 March or 21 June disclosers. A test of means revealed no significant 


differences on the size vartables. 
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TABLE 6. Mean abnormal returns for test and control groups for each 


day of the test period 

Day Test Control t-statistic Probability 
—4 —0.00115159 -0.00409217 0.65 0.520 
a, 0.00680623 0,00424501 0.70 0.488 
=A —0.00026822 0.00242415 —0.76 0.449 
=f 0.00266819  —0.00004466 0.81 0.421 

0 —0.00095019 0.00152624 —0.83 0.48 
+1 —0.00323448 ~-0.00319395 —0.01 0.989 
+2 0.00166354 -0.00605128 2.16 0.036 


level of this observation provides some evidence 
of a price reaction, other available evidence 
from the data reduces the credibility of this find- 
ing. The differences in returns for the first six 
days of the test period do not even approach sig- 
nificance. In addition, the timing of the reaction 
is not consistent with previous studies of market 
reaction to information disclosures.'© .-. 

Examination of the cumulative abnormal re- 
turns (CAR) for the test and control groups (see 
Table 7) fails to substantiate a price réaction. 
The difference in CARs between the two groups 
is not significant for any days of the test period, 
including day +2. Finally, while the results are 
not presented here, disaggregation tests and 
tests on the subset of 15 September signers also 
did not support the finding ofa meaningful price 
return reaction. 


ANALYSIS OF RESULTS 


The results presented in the previous section 
indicate that there was a trading volume reac- 
tion to the disclosure of the Sullivan Principles 
signings. What is not obvious, however, is why 
this reaction is associated with the control com- 
panics rather than the test group. 

In order to understand: the trading volume 
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TABLE 7. Cumulative abnormal returns for test and control 
groups for each day of the test period 


Day Test Control Probability 
-4 —0.00115159 —0.00409217 0.00294059 
-3 0.00565464 0.00015284 0.00550180 
—2 0.00538642 0.00257699  0.00280944 
—1 0.00805461 0.00253233  0.00552229 

0 0.00710442 0.00405857  0.00304586 
+1 0.00386994 0.00086462  0.00300533 
+2 —0,00553348 ~-0.00518666  0.01072015 


The difference is not significant for any day of the test period. 


reaction it must first be accepted that the disclo- 
sure of the signings of the Sullivan Principles by 
the test firms was also an information announce- 
ment about the control companies. Implicit in 
the announcement of the signing companies is 
the understanding that unlisted companies have 
not signed the code. This non-signing can be in- 
terpreted as an action on the part of the control 
firms. 

Abnormally high trading volume is evidence 
of a change in investors’ probability assessments 
of the distribution of future returns.’’ Because 
the trading volume reaction is associated with 
the control companies, it can be assumed that 
the information impacting upon the market is 


16 Fama (1970) notes that market efficiency implies that market prices react instantaneously to new information. Foster 
(1978) shows that the market reaction to a substantial number of accounting disclosures occurs at, or immediately before, 
the time of disclosure. The early reactions are assumed to be due to information leakage. In the social responsibility research 
area, Shane & Spicer (1983) found the market reaction to involuntary pollution control reports occurred on days —2 and — 1 
of the test period. Given this evidence, a reaction occurring day +2 appears inconsistent. This is even more unusual in that 
day zero for this study represents the day of publication. Actual news releases occurred two days prior to publication. 


17 See Beaven (1981) or Foster (1978) for a discussion of this point. 
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the news of the control firms’ failure to agree to 
the Sullivan Principles. | 
But why would the implicit announcement 


that a firm is not signing the code cause a change. 


in investor beliefs when the announcement of 
the signing by other companies appears to have 
no effect? One possible explanation for this 
phenomenon is that the market held the prior 
belief that all firms would sign the Sullivan Prin- 
ciples. i 

Watts & Zimmerman (1978), among others, 
argue that it is in the best interest of business to 
avoid public and poltical pressures. Investors, if 
they reflect this belief, would anticipate that the 
U.S. firms doing business in South Africa in 1977 
would sign the Sullivan Principles. Signing the 
code could be viewed as representing a cost-ef- 
fective means of reducing the public and politi- 
cal pressures on these companies. Thus, when it 
became apparent that certain firms were not 
going to agree to the code, assessments about 
these firms changed. This hypothesis is sup- 
ported by the more significant reaction to the 
announcement of 15 September. In order to 
conclusively determine if this is true, however, 
the prior beliefs of investors would need to be 
known. 
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CONCLUSION 


“The purpose of this study was to determine if 
the disclosure that certain U.S. companies doing 
business in South Africa in 1977 had agreed to 
the Sullivan Principles caused a change in the 
stock trading volume or price returns for the af- 
fected companies. More generally, it was de- 
signed to investigate whether investors use so- 
cial responsibility information in making invest- 
ment decisions. The results indicate that the in- 
formation did impact upon stock market be- 
havior. As such, this study provides additional 
evidence that investors do use social responsi- 
bility information in making investment deci- 
sions. 

As evidence of investor use of social responsi- 
bility information increases, researchers must 
turn to the questions of how and why the infor- 
mation is used, and eventually, to the question of 
how it can best be provided. For ultimately, the 
goal of social responsibility accounting has to be 
the provision of social information that is useful 
in making business and economic decisions. 
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APPENDIX A. SULLIVAN PRINCIPLES SIGNERS (TEST GROUP) BY 
DISCLOSURE DATE 


3 March 1977 
American Cyanamid, Caltex Petroleum, Citicorp, Ford Motor Company, IBM, International Harvester, 
Minnesota Mining & Manufacturing, Mobil Oil, Otis Elevator, Union Carbide, Burroughs, General Motors. 


21 June 1977 
Pitzer, Inc., Eastman Kodak, Gillette, CPC International. 


15 September 1977 

American Hospital Supply, Avis Inc., Bendix Corporation, Carborundum, Carnation, Control Data, Del 
Monte, Envirotech, Exxon, Franklin Electric, Gardner-Denver, Hewlett-Packard, Inmont, Kellogg, Merck & 
Company, Nalco Chemical, Phelps Dodge, Schering-Plough, Smithkline, Squibb, Uniroyal. 


APPENDIX B. CONTROL GROUP MATCHES 


Test firms are listed first with the control match following. Control firms are companies doing business 
in South Africa that never signed the Sullivan Principles. 


1976 1976 
Revenues Net capital 

Company SIC ( $000) ( $000) 

1. Phelps Dodge 102 942 1506 
Amax 100 1170 2266 

2. Kellogg 200 1385 606 
Pepsico 208 2360 1082 

3, CPC International 200 2695 945 
General Foods 200 4909 1448 

4. Del Monte* 203 1483 595 
Kimberly Clark 260 1585 1196 

5. Minnesota Mining & Manufacturing (3M) 264 3514 2567 
St. Regis Paper 260 1642 1289 

6. Union-Carbide 280 6345 5375 
Proctor & Gamble 284 6512 3438 

7. Merck & Company 283 1661 1336 
Stauffer Chemical 280 f 1100 1103 

8. Schering-Plough 283 871 725 
Searle 283 761 784 

9. Pfizer, Inc. 283 1887 1549 
Allied Chemical 280 2629 1848 

10. Smithkline 283 673 465 
Chesebrough-Ponds 284 747 389 

11. Nalco Chemical 289 385 192 
Lubrizol 289 457 274 

12, Exxon 291 52585 25091 
Shell Oil 291 9309 6183 

13 Mobil Oil 291 27700 11143 
Gulf Oil 291 18117 8990 

14. Uniroyal 300 2314 1189 
General Tire 301 2022 1163 

15. Gillette 342 1491 692 
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16. Gardner-Denver* 352 443 362 
Bucyrus-Erie 344 484 352 
17. Burroughs 368 1901 1799 
Carrier 358 1112 554 
18. Control Data 368 1358 1141 
Litton 360 3354 1418 
19. Hewlett-Packard 368 1111 836 
Eltra" 369 816 495 
20. Ford 371 28840 9186 
Chrysler 371 15537 4014 
21. International Harvester 371 . $488 2790 
Boeing 372 3918 1273 
22. Bendix’ 371 2947 1123 
Dana Corporation 371 1444 854 
23. General Motors 371 47181 15927 
American Motors 371 2315 407 
24. American Hospital Supply 384 1325 615 
Baxter-Travenol 384 681 642 
25.  Envirotech* 384 466 132 
General Signal 382 616 275 
26.  Eastman-Kodak 386 5348 4322 
Polaroid 386 950 755 
27. Citicorp 602 4843 60667 


Manufacturer’s Hanover 602 1857 29978 


Data from Standard & Poor's Stock Reports, except where noted by*, from LOK report. 


APPENDIX C. SECOND CONTROL GROUP 15 SEPTEMBER SIGNERS ONLY 


Test Firm Control firm 
American Hospital Supply Boeing 

Bendix Chrysler 

Control Data Black & Decker 
Del Monte Anderson-Clayton 
Envirotech Polaroid ° 

Exxon Atlantic Richfield 
Gardner-Denver Allis-Chalmers 
Hewlett-Packard RCA 

Kellogg General Foods 
Merck & Co. Proctor & Gamble 
Nalco Chemical Gulf Oil 

Phelps Dodge Newmont Mining 
Schering-Plough — Allied Chemical 
Smithkline Reichold Chemical 


Uniroyal 


Coca-Cola 


AIMS & SCOPE 


t ‘SCCOUNTING, ORGANIZATIONS AND SOCIETY is an international journal devoted to the behavioural, organizational and social 
pects of accounting. Published material ranges from original theoretical and empirical contributions to review articles describing the 
S of the art in specific areas. Shorter critical assessments of experiments related to the behavioural and social aspects of accounting will 
"9 be published. Other features of the journal are book reviews and other bibliographical materials. The objectives of the journal are: 


Sa ve To provide a specialized forum for the publication of research on the behavioural, organizational and social aspects of accounting. — 
L To foster new thinking, research and action on the social and behavioural aspects of accounting. 


“3. To report on experiments on the behavioural and social aspects of accounting in a way that explains how the experiment was develo- 
ind, the process by which it was implemented and its consequences, both planned and unplanned. The journal is particularly interested in 
S of the interplay between theory, practice and social and individual values. 


- The journal will be concerned with all aspects of the relationship between accounting and human behaviour, organizational structures 
3nd processes, and the changing social and political environment of the enterprise. Its unique focus will cover such topics as: 


z è the social role of accounting, social accounting, social audit and accounting for scarce resources 

the provision of accounting information to employees and trade unions and the development of participative information systems 
processes influencing accounting innovations and the social and political aspects of accounting standard setting 
behavioural studies of the users of accounting information 





A 


information processing views of organizations, and the relationship between aceunnune: and other information systems and organi- 
zational structures and processes 


organizational strategies for designing accounting and information systems 
cognitive aspects of accounting and decision-making processes 

e the behavioural and organizational aspects of budgeting, planning and investment appraisal 
: INSTRUCTIONS TO AUTHORS 


~\ The contribution of the author(s) should be an original one and it should in no way violate any existing copyright, and it should contain 
‘nothing of a libellous or scandalous nature. 


Manuscripts. Three copies of the manuscript should be submitted to the Editor-in-Chief. They should be typed in double spacing on one 
tide of the paper. A cover page should give the title of the manuscript, the author’s name, position and institutional affiliation, and an 
ficknowledgement, if desired. The title of the manuscript, but not the author’s name, should appear on the first page of the text. If the 
‘manuscript refers to questionnaires of other research instruments which are not fully reproduced in the text, authors must also submit three 
‘copies of the complete research instrument. 


Abstracts and Index. Three copies of an abstract not exceeding 80 words should accompany each manuscript submitted. Authors are also 
' asked to supply a maximum of 1) “key” words or phrases which will be used for indexing purposes. 


Tables and Figures. Each table and figure should have a number and brief title. The author should clearly indicate where he or she would 

‘ like each table and figure placed. Each table and figure should accompany the manuscript on a separate sheet and, wherever possible, 

should be drawn in Indian ink on good white board, suitable for direct reproduction. Captions to figures should be typed consecutively on a 
‘separate page at the end of the paper. 


Literature Citations. No footnotes should be used for literature citations. The work should be cited by author’s name and year of publica- 
_ tion in the body of the text, e.g. (Watson, 1975); or when reference is made to a specific page (Wilkes & Harrison, 1975, p. 21). Where the 
~ author’s name is included in the text, the name should not be repeated in the reference citation: e.g. “Angrist (1975, p. 79) says. . .”. For 
. identification purposes, the suffix, a, b, etc., should follow the date when the bibliography contains more than one work published by an 
~ author in a single year. 

Bibliography. The manuscript should include a bibliography containing only those references cited in the text. The references should be 

arranged in alphabetical order according to the surname of the first author. Works by the same author should be listed in order of publica- 

tion. Each reference should contain full bibliographical details and journal titles should not be abbreviated, e.g. 


King, P., Is the Emphasis of Capital Budgeting Theory Misplaced?, Journal of Business Finance and Accounting (Spring 1975) 
pp. 69-82. 


Le Breton, P. P., Administrative Intelligence — Information Systems (Boston, MA: Houghton Mifflin, 1969). 


Footnotes. Footnotes for clarification or elaboration should be used sparingly. Where used, they should be numbered consecutively with 
superscript arabic numerals. 


“5! Research Instruments. Because of space limitations, questionnaires and other research instruments sometimes may not be fully reproduced 
‘in the published paper. When they are not fully reproduced a note must be inserted in the text of the paper indicating the address from 
-which copies of the complete instrument are available. 

- Proofs and Copies. Proofs of papers should be checked by the author(s) and returned to the Publisher with corrections within 48 hours. At 
© this stage, only printer’ s typographical errors should be corrected, and any substantial changes other than these will be charged to the au- 
thor. Twenty-five copies of each paper are provided free of charge and additional copies may be ordered when proofs are returned. 

T ntributions: Manuscripts should be sent to the Editor-in-Chief of ACCOUNTING, ORGANIZATIONS AND SOCIETY: 
Anthony G. Hopwood, London School of Economics and Political Science, Houghton Street, London WC2A 2AE. 
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